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I. INTRODUCTION

A. RIAA's Rate Proposal Falls Within the Range of Reasonable Rates
Supported by the Evidence.

1. The Evidence Compels a Decrease, Not an Increase, in the Rates.

1. The record in this case is replete with marketplace evidence that the mechanical

rate should go down, not up, and nothing in the Copyright Owners'roposed Findings of Fact

provides any basis to conclude otherwise.

2. The evidence is undisputed that sales andprices ofsound recordings sold as CDs

and in digitalform are down. Applying the straightforward principles of derived demand on

which this Court has based its two prior decisions, these facts compel a reduction in the

mechanical royalty rate, not an increase. If consumers and retailers are buying less and paying

less for musical works embodied as CDs and digital downloads, the Copyright Owners should be

receiving less on a per-unit basis.

The evidence is undisputed that the ratio ofthe current statutory mechanical rate

to the wholesale price ofsound recordings is higher than it has been in recent memory. This is

in great part a function of the step increases negotiated in 1997 which presumed continued

increases in sound recording prices—an assumption that has proven to be wrong in the current

marketplace. Once again, on this record, there is no basis for increasing the rate further, and

there is strong evidence to support a significant decrease.

4. The weight ofthe evidence demonstrates that the statutory mechanical rate is a

higher percentage ofthe wholesale price ofsound recordings than in any country throughout the

world. Even accepting the haphazard analysis of international rates provided by the Copyright

Owners, the evidence demonstrates that the current mechanical rate for digital downloads is

higher in the U.S. than virtually anywhere in the world, and the current mechanical rate for
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physical products in the U.S. is among the highest in the world. Qn this record, it is impossible,

to conclude that an increase is required; only a decrease, makes sense; to,bring the rates in line .

with international norms.

5. It is undisputed that record companies have cut all oftheir costs as an absolute

matter over the last seven years—with only mechanical royalties holding steady as prices,

revenues and other expensesfall. The l981 CRT held that it was unfair for record companies to

spend more on all of their other expenditures, such as AEcR, marketing, and distribution, but:

spend relatively less on mechanical royalties. The record is undisputed that record companies—
i

faced with sharply declining revenues and declining prices—are paying less to everyone except

the Copyright Owners, who are bene6ting from an excessive mechanical rate; today.

6. Each and every day songwriters agree to reek wdi/ below the statutory rate

because that is what the market will bear, and music publishers invest most heavily in singers

songwriters who have agreed to rates well below the current statutory:rate through, controlled,

composition clauses. The record is undisputed that, even when not subject to the compulsory

license, songwriters and music publishers willingly agree to rates well below the current

statutory rate. While they decry the operation of controlled composition clauses and complain

that they "have to" agree to these rates because that is thei only ways to iget, a song recorded, that is

simply a manifestation of the marketplace. And songwriters and music publishers amply

demonstrate the reasonableness of the rates actually negotiated in the xnarketplace by agreeing to

them (in the case of songwriters) and investing heavily in advances for singer-songwriters (in the

case of music publishers).

7. All of these marketplace factors compel the conclusion that the rate in this.

proceeding should go down, not up. All of them are devastating to the Copyright Owners'laim



that the rates must go not just up but up drastically, to levels vastly higher than they have ever

been in history, vastly higher than other countries, and to levels that would essentially erase

whatever profit that record companies currently earn. As the Court begins the process of setting

rates, it must keep in mind that, directionally, the rates must go down.

2. The Battle of the Benchmarks Is Not Close.

8. In past cases decided under Section 801(b), this Court and other decision-makers

have found that marketplace benchmarks provide a useful starting point for determining a rate

consistent with the four statutory factors. Determination ofRates and Termsfor Preexisting

Subscription Services and Satellite Digital Audio Radio Services, 73 Fed, Reg. 4080, 4088 (Jan.

24, 2008) ("SDARS Decision"); Determination ofReasonable Rates and Terms for the Digital

Performance ofSound Recordings, 63 Fed. Reg. 25394, 25049 (May 8, 1998) ("PES I

Librarian 's Decision"). In this proceeding, only RIAA has even attempted to follow this Court's

prior direction on the proper analysis of the comparability ofbenchmarks.

9. The Copyright Owners continue to rely on inapposite benchmarks unsupported by

a shred of expert testimony suggesting they are minimally comparable to the hypothetical

transaction at issue here—i.e., the negotiation of mechanical rates for use of compositions in

sound recordings sold to the public as CDs and digital downloads. They purport to acknowledge

that "'(comparability's a key issue in gauging the relevance of any proffered benchmarks."

CO COL
g~

29 (quoting the SDARS Decision). But their benchmarks, the synch rights market, the

Audio Home Recording Act, and rates negotiated for mastertones in bundled agreements, are

anything but comparable. Indeed, Dr. Landes—the sole witness testifying as to benchmarks for

the Copyright Owners—failed to undertake any comparability analysis at all, simply ignoring the



PUBLIC VERSION

10. In the end, the Copyright Owners'enchg@rL.s b

been hand-selected by an expert t»ping to fuid a way to support a

imp ausi e,1 'ble outcome—a dramati: increase in e mec anical rates ~

climate. The essence of Dr. Landes's testimony is that, if the reco d

Copyright Owners sat clown tomorrow to negotiate mechanical rates,

statutory scheme, they would increase the current rate by (to u,,e downi

somewhere from 50% (14 cents) to 300% (35 cents). To desvipzgpjss

reasonableness" in concrete terms is to see how utterly useless the Copyri ht O

benchmarks are.

11. By contrast, RIAA's proposed benchmarksMerived from current voluntary dpal.

for mechanical rights to make sound recordings, historjical practice, and rates for the same rights

in other comparable countries—all involve the exact same rights hand uses tl»at this go~ is

called upon to price So comparability is not an issue. Tak!en together, these benchmarks send a

powerful message: the current mechanical rate of 9.1 cents for CDs and digita] do~lpags is

entirely too high in relation to what the free-market rate would be,

12. Moreover, while the: Copyright Owners repeatedly contend that the songwnters

"received barely a mention" by RIAA in this proceeding, see, e.g., CO PFF qq 6 218 the pq/y

party in this proceeding 'to offer market benchmarks involving songwriters is RJAA not thy

Copyright Owners. RIAL's benchmarks include agreements macle by both singer songwriters

and pure songwriters. See IUAA PFF Section III,C. Not a single one of the Copyright O~„~~s

benchmarks is an agreement between a songwriter and another party, The ( opyright Owners

cannot have it both ways, arguing that "songwriters represent the true economic interest at issue
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in this dispute," CO PFF $ 6, yet failing to offer any economic benchmark demonstrating what

songwriters are able to collect in the marketplace.

13. The Copyright Owners'ontinued reliance on the proposed synch rights

benchmark is truly remarkable given the largely undisputed evidence that these transactions

(1) occur long after the costs of making and marketing sound recordings are sunk, and (2) occur

in a setting where the leverage of publishers relative to that of recording compames is uniquely

magnified because of the existence of re-recording options. This Court has twice rejected

reliance on the synch rights market to support the suggestion that musical work and sound

recording rights are equally valuable in other market settings. The Copyright Owners have not

even tried to suggest a reason why the Court should change course now. To the contrary, the

only party to call a witness with direct knowledge of the synch rights marketplace was RIAA,

which called Scott Pascucci. He reaffirmed the uniqueness of the synch rights context.

14. The AHRA was barely defended at trial by Professor Landes, and even now the

Copyright Owners only are willing to say that the AHRA provides some "corroboration" of their

other two benchmarks. CO PFF $$ 52, 543. It fails as a benchmark for several reasons, not the

least of which is that it is noncomparable legislation from 1992, not a market-based rate,&

15. Ultimately, then, the Copyright Owners'opes and their entire case depend on the

mastertone benchmark. Yet this Court has heard extensive testimony establishing the multiple

problems with using that benchmark to set a price for mechanical royalties for CDs and

permanent downloads. This was both a new and a potentially fleeting product, with uses and

economic characteristics quite dissimilar to those of recordings sold for entertainment. The

'ee 2/11/08 Tr. 2105:19-2106:4 (Landes) ("Well, it's useful, but I'm not sure it's quite as

useful as the other two benchmarks. Because one ofthe characteristics ofa useful benchmark,

which I described at the outset, was that it was the result ofmarket negotiatt'ons.... Here,
we'e talking about legislation. So it's not a market; it's legislation.") (emphasis added).
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publishers had great leverage in the negotiation of the NDMA mastertone price because they

were already receiving substantial royalties on polyphonic and monophonic ringtones while the

record companies were collecting nothing. To get that mastertone price, the publishers also

made major concessions; with regard to DualDisc,, locked content, videos, etc. See RIAA PFF

'tttt 885-964. All of these facts help explain the enormous gap between the NDMA mastertone

rates and what record companies are cmTently paying for mechanical rights for sound recordings.

16. It is the latter that is the more valid benchmark. Although the Copyright Owners

nitpick Dr. Wildman's testimony about current voluntary mechanical rates, ultimately they

cannot dispute that many, ifnot most, voluntary deals are well below 9.1 cents. And the reason,

is clear: there are a great many songwriters and publishers competing to win spots on the limited

number of sound recordings that the record companies are willing to invest in.

17. The Copyright Owners complain that none of the voluntary deals studied by Dr.

Wildman is entirely unaffected by the existing statutory rate. But what matters is that all the

variations from the statutory rate are in the same direction—down. And it ill-behooves the

Copyright Owners to argue that benchrnarks must be entirely independent of an existing

statutory scheme when one of their benchmarks is a statutory division of royalties in the Audio

Home Recording Act,

18. In any event, the Copyright Owners'rgument that this Court carrot consider the

rates actually negotiated in the marketplace because they are not "independent," CO COL,

Section III.D, is directly contrary to Section 115 itself, as well as numerous prior copyright

royalty decisions. Section 115 expressly authorizes the Court to examine the actual agreements

that parties negotiate in. the marketplace for mechanical licenses. Under 17 U.S„C.

$ 115(c)(3)(D), "[i]n addition the objectives set forth iln sanction 80I(b)(1), in'establishing such
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rates and terms, the Copyright Royalty Judges may consider rates and terms under voluntary

license agreements described in subparagraph (B) and (C) fthe provisions authorizing negotiation

of voluntary agreements]." Thus, any argument that such agreements are, by their very nature,

improper for consideration as benchmarks in this proceeding cannot be squared with Congress's

express direction to the Court.

19. The Copyright Owners'riticisms of RIAA's other benchmarks—all of which are

benchmarks consistent with Dr. Wildman's analysis—are similarly unavailing. The Copyright

Owners complain that Dr. Teece's examination of rates over time goes too far back into the past,

but that criticism both ignores the 1981 CRT's decision, which expressly looked at royalty rates

over time to determine a fair division of the profits of the music industry, and prior decisions in

other copyright royalty proceedings in which the CARP and the Librarian expressly adopted

analyses that "trended forward" rates from proceedings two decades old. The Copyright Owners

also criticize any consideration of foreign royalty rates, ignoring that the CRT expressly used

foreign rates as a benchmark and that the D.C. Circuit made clear that the Court need not "close

its eyes to conditions in other countries while deciding what a fair return to a composer should

be." Recording Indus. Ass 'n ofAm. v. Copyright Royalty Tribunal, 662 F.2d 1, 10 n.23 (D.C.

Cir. 1981).

20. In the end, what the Copyright Owners are asking this Court to do is to protect

them from the operation of the market by setting an artificially high mechanical rate that they

hope will alter the voluntary deals negotiated in the future. The Court should not accept that

invitation. Its job is to set a mechanical rate that reflects the value of mechanical rights in the

marketplace, with any needed adjustments to reflect aspects of the four statutory factors not fully

reflected in a market rate. Doing that job here requires a substantial rate reduction.
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The Reasonable Range of Rates Deriyed frqm +1AA'",s Benchrnarks
and a Proper Analysis of the Copyright Owners'enchmarks Leads to i

a Range of Reasonable Rates Consistent with RIAA's Rate Proposal.

21. As discussed in RIAA PFF Section III, RIAA's benchmarks provide a strong

starting point for the Court's analysis of the rates, Looking at the rates actuaHy paid in the

marketplace for mechanical royalties, as well as the rates negotiated by songwriters who are not

subject to any controlled composition clause and who are not subject to the compulsory license

for the first use of a musical work, reveals that these free market negotiations yield a mechanical

rate between 5.25 cents and 7.8 cents per track. RIAA PFF $ ,659. Average effective royalty

rates for first uses by pure songwriters range between 6.9 cents and 7.8 cents. RIAA PFF $ 657.

22. International rates in the most comparable markets, the United Kingdom and

Japan, suggest similar numbers. The standard effective mechanical rates in Japan are 4.53% of

the retail price for physical products and 6.54% of tihe retail price fixr digital downloads (see

RIAA PFF tttt 716-719'), which equates to a cents rate iin the United States of 5.1 cents for Cos2

and 6.5 cents per track: for downloads.3 In the U.K,, the mechanical rate equates to 7.7% of the

wholesale price of digital downloads (see RIAA PFF tt 741), which is .5.4 cents per track in the

United States. The U,K. rate for physical products is 8.5% of the Published Price to Dealer (see

RIAA PFF 'll'g 720-721), which equates to a rate of 8 cents per track in the United States.~

2 The average retail price of a CD .in 2005 was $ 14.69 (RIAA PFF $ 1'99), or $ 1.13 per track

(assuming 13 tracks per CD', and that: retail price per track times 4.53% equals 5.1 cents.

3 The retail price of diigital downloads on Apple's iTunes of 99 cents, times 6.54%„equals 6,5

cents.

4 Bruce Benson's testimony indicates that the record companies received, an, average wholesale

price for digital singles of 70.2 cents per track in 2006, (Benson %RT at 16, RIAA Trial Ex, 82),

and 70.2 cents times 7.7% equals 5.4 cents per track.

5 According to the testimony of the Copyright Owners'itness, Mr. E'abinyi, record companies

in the U.K. sell at prices discounted from PE'D by as much as 40%, but on average at a discount

closer to half that. 5/18/08 Tr. 6821:11-6822:19 (Fabinyi). Even assuming a 25% discount from
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23. This range of rates is also consistent with historical norms, as well as Dr. Teece's

analysis which trended forward the rates set by the CRT in 1981 to account for changes in the

marketplace—in particular the wholesale market for sound recordings. As Dr. Teece found, if

one trended forward the rates set by the CRT, they would equate to a rate of approximately 7.8%

of wholesale. Even if one accepted the Copyright Owners'ritique of how Dr Teece did the

calculation, the royalty rate for CDs and digital downloads would still come out to 8.7% of the

wholesale price.

24. This range of rates presented by RIAA using multiple benchrnarks is in one sense

consistent with the evidence presented by the Copyright Owners themselves. As discussed

above and in more detail below, the Copyright Owners'hree proposed benchmarks are deeply

Qawed. But to the extent that the Copyright Owners'enchmarks and economic analysis

provide any useful information at all, they support RIAA's contention that the mechanical rate

should be reduced from its present level. For example:

0 Although RIAA does not believe that the mastertone market is sufficiently

comparable to the market for CDs and digital downloads to serve as a useful

benchmark, Dr. Wildman's analysis of how the surplus from sales of mastertones

was divided between record companies and music publishers yields the

conclusion that the same division of the surplus from CD and download sales

would produce a mechanical rate of 7,7 cents per track. Wildman WRT at 49-52,

RIAA Trial Ex. 87.

The Copyright Owners'xpert Professor Murphy conceded that his analysis did

not justify an increase in the rates, but argued that the mechanical royalty rate

should "evolve in much the same way" as the payments that record companies

make for other creative inputs, such as artist royalties and AAR. Murphy WRT at

8-9, CO Trial Ex. 400; Sil5/08 Tr. 6887:15-6890:2 (K. Murphy). If that is so, the

Court should set the mechanical rate at 7.1 cents per song, because record

companies paid the same amount per unit for non-songwriter creative inputs in

PPD, that would make the effective mechanical rate approximately 11.3% of wholesale. The per

track wholesale price of physical products in the U.S. was 70.5 cents in 2006 {see Benson WRT

at 15, RIAA Trial Ex. 82), and the U.K. effective mechanical rate applied to the U.S. wholesale

price per track is 8.0 cents.
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2006 (the last year for which data is available) that they paid in 1999, when the,

mechanical rate was 7.1 cents. Benson WRT at 15, RIAA Trial Ex. 82.

Attempting to rebut RIAA's evidence regarding international rates, the Copyright~

Owners presented Jeremy Fabinyi. Mr. Fabinyi made a point of explaining that

the "Canadian offline rate i. of particular note," and submitted the March 16,

2007 Canadian Copyright Board clecision setting the mechanical rate for the use
of musical works online as an exhibit to his written testimony. See Fabinyi WRT

at 11 and Ex. E, CO Trial Ex. 380; RlAA PFF $ 765. Mr. Fabinyi. translated the
Canadian mechanical rates into U.S. dollars, and concluded. that the Canadian rate
for phys:ical products is 7.9 cents per track in U.S. dollars, and the Canadian rate

for downloads is 8.51 cents per download ih U.S. dollars. See',CO PFF $$ 722j-

723 (citing Fabinyi WRT at Exs. F-1 X F-2).

25. The current mechanical rate, expressed as both a cents rate and a percentage of

wholesale revenue (using 2006 wholesale price data, see RIAA PFF $ 703) is:

-,. ": ".'." .;..'',Cents::ziti::-'.:::::;:-:::,.":::::::.":::::,::-:: -:-:,:::;::.,::;::::::;:;:::::,:;:::.:;:::::::::i'e:,Of:%':hindi.jg1eRite

lg 148%'6,
Using the average wholesale price of 71.7 cents per track from the analysis os

Bruce Benson (Benson WRT at 15, RIAA Trial Ex., 82), the rates in the paragraphs above can

easily be converted from cents rates into percentage of wholesale rates, and vice versa. Based on

the marketplace benchmarks and economic analysis summarized above, the appropriate

mechanical rate for CDs and digital downloads would fall in, a range between 5.1 cents arid 8.5

cents per track, and these cents rates correspond. to percentage rates ranging from 7.1% of

wholesale to 11.9 % of wholesale. The chart below summarizes these benchmarks,:

10
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Japan Rates

Average Effective Royalty
Rate in Free Market
Agreements

5.1$ - 6.5$

5.25$ - 7.8$

7.1% - 9.0%

7.3% - 10.9%

U.K. Rates

Teece Analysis ofHistorical
Norms

5.4$ - 8.0$

5.6g - 6.2g

7.7% - 11.3%

7.8%- 87%

Average Effective Royalty
Rate for First Uses By Pure
Songwriters

6.9g - 7.8$ 9.6% - 10.9%

Re-Analysis ofK. Murphy 7.1$ 9.9%

Wildman Mastertones
Analysis

7.7f 107

Canada Rates 7.9g — 8.5$ 11.0% - 11.9%

27. As can be seen from the chart above, RZM's proposal that the mechanical rate

for physical products and digital downloads be set at 9% ofwholesale revenue falls squarely in

the middle of the range of rates supported by the benchmark evidence. Moreover, as we discuss

below, the Section 801(b) factors would, if anything, militate in favor of a rate lower than the

market rates revealed by the benchmark analysis.

28. Finally, as discussed in RIAA PFF Section IV.D and below, because ringtones are

consumed for different purposes and have different supply and demand characteristics than CDs

and digital downloads, economic theory compels the conclusion that a different rate should be

set for them. Just as the Court found that the PES services and the SDARS services were

11
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different markets requiring that rates be set differently and commercial and small non-

commercial webcasters were in different submarkets requiring that rates be set in a differently.,

so too rates for CDs and digital downloads (which inhabit the same market) must be set

differently Rom rates for ringtones. Dr. Wildman has provided the Court with a range of'stimatedrates for ringtones &om somewhere above 14% of wholesale (based on his analysis of

the division of surplus) and somewhere below 20% of wholesale;(set forth, in the NDMAs). Thei

cents rates in the NDMAs examined by Dr. Landes suggest rates of 10-12 cents per ringtone. In

the event that the Court finds the NDMAs a persuasive 1be6chinaik Sr the setting of rates for

ringtones, the record compels the conclusion that (a) the rates'or CDs and digital downloads

must be set on the basis of the benchmarks presented by RIAA and the analysis depicted in the

table above, and (b) other provisions of the NDMA agreements implicated here, such as the

manner in which royalties are calculated for multi-session byproducts and locked content, must also

be given force and effect, as they are in RIAA's Second Amended Rate Proposal.

B. The Copyright Owners Simply Deny Economic Reality.

29. The basic problem facing the Copyright, Overs is that they are seeking to'justify

raising, rather than lowering, the current mechaiiical rate at the end of a decade during which

they have experienced relatively steady mechanical revenues even as the revenues of the industry .

that pays those royalties—the recording industry—have dropped dramatically due to falling sales

and falling prices. To try to accomplish that feat, the Copyright:Owners are forced to deny

reality. Even as the record industry continues to struggle to an unprecedented degree to kJeepl itsl

head above water, they ask this Court to find that the industry is "thriving," CO PFF $ 31, and in

a "healthy financial state" after just a brief period of restructuring, CO:PFF $ : 30, while

12
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publishers are suffering and songwriters are leaving the business in droves. This portrayal of the

record is preposterous.

30. As the Copyright Owners acknowledge, the major U.S. record companies cut

more than half their employees from 2001 to 2005. CO PFF $ 401. Their revenues from CD

sales dropped from $5,3 billion in 1999 to $3.8 billion in 2006, CO PFF $ 403, and 2007 was

worse yet, RIAA Trial Exs. 66 & 67. While the industry has shown operating profits on its

books in most years, that is only because the majors have taken restructuring charges—larger

than all of those profits—that as an accounting matter do not show up as affecting their reported

profits. 2/6/08 Tr. 1879:3-1880:21 (H. Murphy). And there is every reason to expect that

revenues will continue to shrink going forward, and restructurings will continue to be a regular

event. See RIAA Trial Ex. 27 at 1 (Enders report from March 2007 predicting continued

worldwide reduction of recorded music sales through 2012). As a result, there is a serious

question whether the recording industry, in its current form, can survive.

31. The Copyright Owners nevertheless suggest that the shift to digital delivery will

save the industry and deliver higher profit margins as a result of the elimination of

manufacturing and physical distribution costs. But while they discuss the growth in digital

revenues, and claim that this is the reason why the industry is showing profits on its books, they

never acknowledge that (1) CDs remain the dominant medium, and (2) in any event, downloads

are only slightly more profitable under current prices than CDs, and they may soon become

unprofitable altogether. Benson WRT at 4-6, RIAA Trial Ex. 82.

32. At the same time, while it is obvious that piracy and the resulting drop in unit

sales of recordings have hurt publishers and songwriters by reducing mechanical royalties that

otherwise would have been paid, the Copyright Owners'ortrayal of those effects is grossly

13
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exaggerated. They go so far as to say that "'[s]ongwriters and mu.'ic publishers have been

particularly hard hit by the loss o)F revenue attributable to piracy," CO PFF tt 348 (emphasis

added), but the record makes clear that songwriters and publishers haveibeen substantially, if not

completely, shielded from harm, for two reasons.

33. First, the steady increases in the mechanical royalty rate, negotiated in 1997 when

everyone foresaw only prosperity ahead, have compensated for lest sales volume. This has

allowed publishers'echanical royalty revenues industry-wide to hold steady even as the sales'nd
prices of recordings have been dropping precipitously. RIAA Trial Ex. 27 at 34 (Enders

March 2007 report). The Copyright Owners make only the weakest of efforts to rebut this fact

which is supported by their own expert's report. In attempting to do so, they rely on the

mechanical revenues of'the Harry Fox Agency or of indivikluhl publishing companies, without

any effort to aggregate these figures to eliminate the effects of market share variations, see CO

PFF $ 343 (citing HFA., Famous andI EMI); but see CO PFF $ 263 (acknowledging UMPG

mechanical revenues have increased fa. ter th«n inflation rate).6

34. As a result, the share of record company revenues devoted to paying mechanical'oyaltiesis higher now than ever before. Tee ce %DT at 28-29, RIAA Trial Ex. 64. That fact by

itself argues forcefully for a reduction to restore the balance between the earnings of the

Copyright Owners and those of the Copyright Users.

35. One of the Copyright Owners'conomists, Kevin Murphy, argued that it was

irrelevant that publishers and songwriters,are already receiving a much larger, slice of the pie

6 Typical of the Copyright Owners'iscussion of the evidence is their claim that Dr. Teece
"agreed that mechanical royalty income is declining os bdth a nominal'nd real dollar basis."~

CO PFF $ 12 (citing Teece WDT at 59, RIAA Trial Ex. 64). In fact, on the page cited, Dr. Teece
said that "[o]ther than 1For 2000, mechanic,al royalty payments to the publishers in 2005 were at
an all-time high," having increased every year from 2001-05. Tt:ece QtDT at 59, RIAA Trial Ex.
64.
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than ever before. He claimed that one should not expect a constant relationship between what

record companies are paid for recordings and the mechanical royalty rate. CO PFF
g~

729 ("'fa]

benchmark based on a fixed ratio between the price paid to an input (songwriters) and the price

of the output (recorded music)... is not an appropriate indicator of market values'" under

conditions of falling sales and prices of CDs) (quoting K. Murphy WRT at 6, CO Trial Ex. 40).

But the primary economic expert for those same Copyright Owners, William Landes, based his

entire benchmark analysis on the proposition that the market establishes a relative valuation of

sound recordings and musical works that should be consistent not only over time but from

product to product. See CO PFF $ 488 (summarizing Landes's approach) (" [A]n appropriate

benchmark provides information regarding the relative valuation of the musical composition and

sound recording when both rights are free from the constraint of a compulsory license")

(emphasis in original).

36. The Copyright Owners'ase is thus built on a fundamental internal contradiction.

In order to come up with some kind of argument favoring an increase in mechanical rates, Dr.

Landes was forced to claim that there should be a consistent relationship between wholesale

prices of recordings and mechanical royalties paid for those recordings across all products and

over time. But that principle leads inexorably to the conclusion that rates for CDs and digital

downloads are already too high. So the Copyright Owners then called Dr. Murphy to advise the

Court to ignore the relationship between wholesale price and mechanical rates. That testimony,

if accepted, would undercut the entirety of Dr. Landes's benchmark analysis. Of course, both

Dr. Murphy and Dr. Landes are wrong: Dr. Murphy because he misapplies fundamental

principles when he argues that the mechanical rate should not decline even though demand for

sound recordings and songs has fallen; and Dr. Landes because ringtones have such different

15
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purposes and supply and demand characteristics than Cos and,digital dqwnloads that the former i

cannot serve as a basis for setting rates for the latter.

37. A second reason publishers and songwri$ersi have lpeep loess affected by piracy is

that they are much less dependent than the record companies qn revenues arising directly out Of,

sales of recorded music. They also receive substantial and growing revenues from other sources

like performance royalties, which are derivative ofprior sa1es of recordings. See RIAA PFF

Sections II.E.2.a-e.

38. The evidence makes clear the effects of these dual protections on the economic.

circumstances of the songwriters. The average songwriter's mechaaical royalty income has

increased by 10% above and beyond the rate of inflation since 2003, and the average songiwriiter i

total royalty income has increased 15% above and beyond the rate of inflation during the same tperiod. 5/20/08 Tr. 7288:13-7290:1 (Landes). And these figures do not take into account

monies received by songwriters in the form of unrecouped advance, which the Copyright

Owners claim are substantial, CO PFF $ 316, but which Professor I,andes neglected to study.

5/20/08 Tr. 7327:10-21 (Landes).

39. Another result is that the publishers have not skipped a beat in raking in consistent

profits, often in the 25-30% range. Santisi WRT at 44, RIAA Trial Ex. 78. Notably, for all their

discussion of the record companies'upposedly burgebnitig profits,'hp Copyright ()wners neve

once discuss the music publishers'rofitability, let alone acknowledge that publishers continue

to earn extraordinary profits.

40. Given these economic circumstances—falling demand for the finished consujner

product causing falling prices and falling revenues for the record companies—it only makes

sense to conclude that in a free market the per-unit value iof an input for @at,'finished product

16



PUBLIC VERSION

would also fall as well. Slottje WRT at 14-15, RIAA Trial Ex. 81. The Copyright Owners found

one economist who would say the opposite, Kevin Murphy. But his analysis is utterly

unpersuasive because it ignores many relevant facts.

41. First, he assumes that the price reduction for recordings is a result of reduction in

other costs—i.e., manufacturing and distribution. But the price reductions are for CDs, and those

costs have not disappeared at all for CDs. Second, he seems to assume that songwriters have

substantial fixed costs that have to be recovered. But there was never any coherent explanation

of what those are. Finally, he said that the market would respond to smaller unit sales by

increasing the price paid per unit to songwriters in order to maintain adequate incentives to

produce songs. But that ignores the reality of what makes songwriters produce songs.

42. The evidence makes clear several things about songwriter incentives. To begin

with, they are currently more than adequate. There are vastly more songs being written than are

being recorded. Faxon WDT at $ 42, CO Trial Ex. 3 ("Each year, hundreds of thousands of

people attempt to write songs," but "to]f the songs that are written, very few ever will be

published, and very few of the published songs ever will become successful recordings.").

43. Moreover, economists for both the Copyright Owners and RIAA agreed that the

primary incentive for sorigwriters is not what the average songwriter earns but the prospect of

becoming one of the truly successful and quite wealthy songwriter elite. 5/20/08 Tr. 7344:7-

7345:21 (Landes); Slottje WRT at 24-25, RIAA Trial Ex. 81. That prospect combines with the

noneconomic factors motivating people to want to be songwriters, as outlined by hedonic wage

theory. Slottje WRT at 22-24, RIAA Trial Ex. 81. The elite are already earning millions of

dollars a year and would continue to do so even if rates are reduced. The market would therefore 
17
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have no reason to raise the royalty rate, in the face of falling unit sales, in order to maintain

incentives.

44. Finally, most successful songwriters are isingerisongwriters. 1/29/08 Tr. 49):19-,

499:8 (Faxon). Most of what they record they have written themselves. Indeed, the system is

designed to assure that the large majority of songs being recorded are written by singer-

songwriters and recorded on their own new albums. See Faxon WRT at Ex. K at $$ 4.01-5.05,

CO Trial Ex. 375 (singer-songwriter agreement with publisher specifying that most of the songs:

on a qualifying album must be new compositions by the singer-songwriter); 1/29/08 Tr. 479:2-7 .

(Faxon) (suggesting that all 700 of their current contracts have similar structure). That is an .

added reason why it is nonsensical to be concerned that a reduction in the mechanical rate will

unduly reduce incentives to produce quality songs. An artist who w.'ants a record company to

produce a recording will certainly remain motivated tolwrite the Ireqbisite Songs, 'and will i

continue to make every effort to make those songs as good as possible in order to make the

album project successful.

45. The Copyright Owners attempt to buttress their case by trumpeting the

supposedly high risks they take and important contributions they make in the:process of

producing and selling sound recordings. But it is perfectly obvious.where most of the risk-taking

occurs in the production of songs and sound recordings: @ isi incurred by the record companies

that provide the vast majority of the investment and do the vast majority of the work.

46. By comparison, calling the songwriting profession risky is;inherently misleading.

Obviously, most songwriters are unsuccessful because this is an industry with very low barriers

to entry, lots of reasons why people want to participate, and a limited number of opportunities for .

success in the form of high-selling recordings. But raising the rate is not going to change,that

l8
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 reality in the slightest. indeed, as Dr. Landes conceded, raised rates might largely be dissipated

among a larger number of sellers if they encourage even more entry into the. profession. 5/20/08

Tr. 7287:9-14 (Landes).

47. Moreover, the publishers largely mitigate the riskiness of songwriting for those

who are sufficiently successful to have publishing contracts. Advances guarantee predictable

and substantial incomes for this group of songwriters, regardless of whether their songs are

successful. See RIAA RPFF Section V.C.3. But Dr. Landes, in his calculations supposedly

comparing the riskiness of songwriting with the riskiness of running a record company in the

current environment, simply ignored advances since they were not in the songwriter-income data

he analyzed. Landes WRT at 12-13, CO Trial Ex. 406; 5/20/08 Tr. 7327:10-15 (Landes).

48. As for the claimed riskiness ofpublishers, numerous documents in the record

make clear that this industry is anything but. A publisher primarily owns a large catalog of

compositions, the value ofwhich is predictable and safe. 2/12/08 Tr. 2695:9-2696:10 (Firth)

(agreeing with the statement that music publishing is a "[h]ighly profitable business model with

high margin annuity-like cash flow generation"). Very little is invested to create new

compositions, and AEcR costs are close to trivial in comparison with those of the record

companies. See RIAA PFF Sections II.E.2.b, d, 8c e.

49. Advances in the aggregate are also small by comparison. Moreover, the

publishers recoup the vast majority of those advances. The Copyright Owners claim that 50% of

advances are never recouped, but the record does not remotely support that claim.

50. Ultimately, the argument that the Court needs to raise the rate to reflect the risks

associated with songwriting and publishing is as unsupported and illogical as the notion that a

higher rate is needed to provide incentives for increased production of songs when the market is
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already flooded with songs. What would really benefit the songwriters, the publishers and the,

public is a lower rate that can allow greater production of the sound recordings that the public,

wants and that provide the income to all participants in the chain ofproduction.

C. A Percentage Rate Structure Is Appropriate.

51. Finally, the Copyright Owners argue that this Coiut sgoqld adopt g cents rate i

royalty structure like the one implemented in Section 115 when piano rolls were the dominant

product configuration. This is yet another fimdamental contradictioii in the CopyrightOwners'osition.

The cornerstone of'their case is Dr. Landes's testimony that gerq should be a

consistent relationship between wholesale prices of recordings and mechanical rpyalties paid for

those recordings, across product configurations and over time. However, the principal advantage

they cite for a cents rate structure is that they are paid the same regardless how their works are

used. Because many different types of uses are covered by Section 115, even within a category

such as downloads, and per-track wholesale prices vary widely and are likely to change over

time, a single cents rate cannot scale in a way that is proportional to the market value of the use

as reflected in the wholesale price of the sound recording and the units sold.

52. This Court's decisions in the webcasting and SDARS cases teach that the royalty

rate should reflect the value of the usage. Here, achieving that objective demands a percentage,.

rate. A percentage rate based on record company wholesale revenues—the same basis that,

record companies use to pay artists, producers, unions, and, in the case, of ringtopes, music

publishers—is readily administrable and will provide pricing flexibility, allow record corgpanies

to make more music available to the public, and ensure that Section 115 does not thwart new

types of product and service offerings.
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II. THK COPYRIGHT OWNERS'ATTACKS ON RIAA'S BENCHMARKS AND

CORROBORATING EVIDENCE FAIL.

A. Dr. Wildman's Use of Actual Rates Negotiated in the Marketplace for

Mechanical Licenses on CDs Provides the Best Benchmark on Which to

Evaluate the Market Value of the Rights at Issue.

53. As discussed in detail in RIAA PFF Section III, Dr. Wildman, a highly qualified

expert in media economics who has analyzed the music industry throughout his career,

concluded that the best benchmarks the Court could use in setting rates for CDs and digital

downloads are voluntary deals for mechanical rights to produce sound recordings of songs,

negotiated in the marketplace between record companies and the Copyright Owners. Dr.

Wildman examined a large amount of data from three different record companies and two music

publishers and presented the Court with three measures: (a) the average effective rate across all

mechanical licenses for CDs; (b) the average effective rate for first uses of musical works which

are not subject to the compulsory license; and (c} the average effective rate for first uses of

musical works negotiated by songwriters who are not parties to controlled composition clauses in

recording or producing contracts. See Wildman WRT at 37-44, RIAA Trial Ex. 87; CO Trial

Exs. 313-16 (summaries of Wildman analyses showing averages calculated on a per track basis}.

As Dr. Wildman explained, each of these measures provides useful information to the Court

concerning the appropriate rate to be set in this proceeding.

54. The Copyright Owners level a number of criticisms at Dr. Wildman, but none

erode the basic point of his testimony—in the free market, in the absence of a statutory license,

there would remain, as there is today, tremendous competition for songwriters to get songs onto

albums, and the rates that would be negotiated would therefore be far less than the current

statutory rate.
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55. Indeed, songwriter after songwriter testified not only that record companies and

recording artists have their pick of songs and demand lower rates in order to get an song onto an !

album, 1/28/08 Tr. 208:7-11 (Carnes); 1/30/08 Tr. 829:21-830:2 (Shaw); Shaw WDT at 5, CO

Trial Ex. 5, but also that this aspect of the market is only becoming more pronounced as there;are

fewer and fewer opportunities for songs to be recorded,! regardless of the total number of songs

that are written. 1/28/08 Tr. 262:1-10 (Bogard). Mr. Galdston identified the decreasing number

of record labels as "problematic for songwriters" because there are fewer spots on albums for

outside songwriters meaning fewer opportunities to turn songs into sound gecor4ngs. Qaldst0n !

WDT at 7, CO Trial Ex. 4.

1. The Copyright Owners'riticism That Dr. Wildman's Benchmarks
Are Not Useful Because They Are Not Wholly Independent of the
Statutory Rate Is Not Valid.

56. The Copyright Owners'rincipal attack on Dri Wildman is, the claim that the

Court cannot consider rates actually negotiated in the marketplace because the statutory rate .

operates as a ceiling on what the Copyright Owners can obtain in the marketplace and because

rates negotiated in the marketplace are not independent of the statutory rate itself. CO PFF

Sections XIII & XV.B.3.a.i. Those arguments fail to undermine'r'. Wil@nan's analysis,,

because they exaggerate and distort the actual interaction between the statutory rate and the

voluntary deals Dr. Wildman studied. In reality, the effect of the statutory rate is to raise, rather

than lower, the average rates voluntarily negotiated in the marketplace.

a. In the Current Marketpla!ce, !the St!atutory Rate Does Not .

Operate as a Cap—It Essentially Does Not Operate at All.;

57. The Copyright Owners assert that the statutory rate operates as a cap on the rate!

that the Copyright Owners can receive, but that claim is inconsistent with the marketplace

evidence. It depends entirely on the assumption that the corepulsory license,process spelled,out
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in the regulations is a realistic and regularly used alternative to a voluntary deal, thus limiting

what record companies would voluntarily agree to pay to the statutory rate. As discussed in

RIAA PFF $tt 618-627, the evidence demonstrates precisely the contrary. The compulsory

license is simply not an option for record companies to use on a regular basis because of its

significant administrative burdens and transaction costs. RIAA PFF $ 610. Indeed, it is

conceded by all parties that the compulsory license is virtually never used. As a result, the

behavior that one sees in the marketplace—a complete absence of voluntary deals even a little

above the statutory rate—cannot be a function of the compulsory license acting as a cap.

58. The Copyright Owners suggest that Dr. Wildman conceded that the statutory rate

acts as a cap on what they can receive, but that distorts his testimony. CO PFF $ 560. Rather,

Dr. Wildman explained that the cap on what the Copyright Owners can receive is the statutory

rate plus the transaction costs ofusing the compulsory license—transaction costs that the record

demonstrates are so high that no one uses it. Wildman WRT at 33, RIAA Trial Ex. 87.

59. There are, however, no voluntary deals above the statutory rate but below the

level equal to the statutory rate plus the transaction costs of using the compulsory license. As the

record shows and Dr. Wildman found, there are many voluntary licenses at the statutory rate

because parties can license through HFA at that rate with little to no transaction costs. RIAA

PFF $$ 612-618; 5/12/08 Tr. 5827:13-5829:8 (Wildman). Where parties actually negotiate,

however, and incur transaction costs, however, parties agree to royalty rates far below the current

statutory rate. This caused Dr. Wildman to conclude that, rather than placing a cap on the rates

that would otherwise be negotiated, the effect of the current statutory rate is to pull up the

average royalty rate. RIAA PFF $$ 612-618. It follows that in the hypothetical marketplace that

must serve as this Court's benchmark, where the transaction costs of negotiating would be
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unavoidable for every license, the parties would agree to royalty rates far lower than the: current

statutory rate and also lower than the current average rate in voluntary deals.

60. As Dr. Wildman testified, when record companies engage in negotiations over

musical works rights and cannot avoid transaction costs—for example, in the context of

negotiations with recording artists over recording contracts with controlled composition clauses

and in negotiations with music publishers over Grst uses ofimysictal ~oaks which are not subject'o
the compulsory license—the royalty rates are significantly lower @a|i the current statutory

rate. RIAA PFF $ 619; 5/12/08 Tr. 5829:9-20 (Wildman) (explaining that he saw no basis'or

viewing the current rate as a "ceiling").

b. The Claim That the Statutory, ate fs Interrelated with the
Rates Seen in the Marketplace Does Not Undermine 9r.

n

Wildman's Analysis.

61. The Copyright Owners argue that the actual rates,negotiated in the marketplace

must be wholly ignored by the Court because they are "interrelated" with the current statutory

rate. CO PFF Section XV.B.3.a.i. The Copyright Owiiers go so, far, as,to arNie tha&, as a matter,

of law, the Court cannot consider real market transactions for the products at issue before this

Court. CO COL Section III.D. As explained in detail in RIAA's Reply Proposed Conclusions of

Law, the Copyright Owners'egal arguments fly in the face of the express language of Section

115 and prior copyright royalty decisions indicating tbat the Court ~ay consider transactions

concluded for rights otherwise subject to the statutory license. RIAA RCOL Section II.A.

62. The voluntary deals studied by Dr. Wildmpn pre prqcisply,the sort of transactions

that Congress anticipated this Court using as benchmarks. Section 115 itself specifically

explains that "[i]n addition the objectives set forth in section 801(b)(1), in establishing such rates

and terms, the Copyright Royalty Judges may consider rates and terms under voluntary license
~
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agreements described in subparagraph (B) and (C) [the provisions authorizing negotiation of

voluntary agreements]." 17 U.S.C. $ 115(c)(3)(D). Thus, Congress specifically authorized this

Court to consider voluntary licenses actually negotiated in the marketplace governing the very

activities that are the subject of this proceeding.

63. Indeed, this proceeding is particularly susceptible to such a benchmark analysis

because the compulsory license does not operate in the current marketplace, leaving the parties

to negotiate licenses at whatever rate is compelled by the market circumstances. That parties

may find the statutory rate a convenient focal point on which to premise rates does not mean that

the rates negotiated are not sufnciently independent to be used as benchmarks; after all, parties

do settle on a rate and know precisely what they are paying and being paid. Dr. Wildman found

that there was a thriving market for voluntary licenses. Wildman WRT at 31,~ Trial Ex.

1 87. And the primary effect of the statutory rate on the operations of that market would be to

raise the average rates negotiated, leaving the Copyright Owners no basis for complaint.

64. Even ifviewed as imperfect because of the influence of the statutory rate, Dr.

Wildman's analysis remains the best benchmark before this Court. Dr. Wildman presented the

Court with three different measures, with each succeeding measure less influenced by the

statutory rate. The average effective rate was based on all transactions in the marketplace.

Wildman WRT at 36-40, RIAA Trial Ex. 87. His second measure focused only on the subset of

licenses for first uses of musical works, which are not subject to the compulsory rate and thus not

directly dependent on the statutory rate at all. Wildman WRT at 40-42, RIAA Trial Ex. 87. His

third measure focused only on the subset of licenses for first uses of musical works that were

negotiated by pure songwriters who have not negotiated a recording contract with a controlled

composition clause and are free to negotiate any rate they want to license a new song or even to
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write a new song. RIAA PFF $$ 635-658. This third category is both not directly dependent qn,

the statutory rate and not dhrectly dependent on controlled composition clauses (discussed

below). RIAA PFF $ 654; A. Finkelstein WDT at 8, RIAAl Trial Ex.l 61l(discussing licensing co-

writer shares individually); 2/14/08 Tr. 3393:2-10 (A. Finkelstein) (same).

65. As Dr. Wildman explained, the influence of the statutory rate is far less for first

uses than for licenses theoretically covered by the compulsory license. For, first uses, which

must be negotiated individually, Wildman WRT at 32-3i3, RIA'A T!rial Hx. 87, the option to avoid

transaction costs by using the streamlined HFA process does not exist. As,Dr, Wildman

explained, first use rates may be influenced by the rates for second uses to a limited extent

because each use competes with the other. CO PFF $ 7l1; 5/12/08 Tr. 5825:1&-5826&21,

(Wildman). But since rates for second uses are dragged up as a result qf the existence of a

statutory rate and the desirability of avoiding transaction costs by licensing at the statutory rate

through HFA, competition between first uses and second uses is!not going, to make first use rates

artificially low.

66. To counter Dr. Wildman's examination iof the ievidence~ the Copyright Owners

ignore most of the record and rely on a few pieces of discredited evidence. First, the Copyright

Owners continue to argue that the statutory rate is operating as a ceiling based on Dr. Landes's

study of the rate of discounting using the HFA data. C!0 PFP $$ 569-576., But as a;thrj:shold

matter, this criticism does not apply to Dr. Wildman's second and third benchmarks relating to

first use licenses, which Dr. Landes did not separately!analyze. Moreover, critical &o Dr. !

Landes's analysis was the conclusion that the rate of discounting has been declining in recent

years, but that conclusion does not stand up to scrutiny.
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67. As detailed in Mr. Alfaro's testimony, RIAA PFF $$ 1067-1078, if one corrects

Dr. Landes's study either by including the small number of controlled licenses in the HFA

database or by including the 700,000 licenses in the database that have notations like

"negotiated" or "reduced," one finds that the rate of discounting has actually been increasing in

recent years. Indeed, the prevalence of increasingly aggressive discounting pressure in the face

of the increasing statutory rate was a complaint of numerous songwriter and music publisher fact

witnesses. See RIAA PFF Section IV.F; CO PFF $'lt 241-250.

68. Second, Dr. Landes argues that transaction costs for negotiating below the

statutory license are low and uses this factual assertion to conclude that the existence of many

licenses at the statutory rate shows that the statutory rate is holding down free market rates. CO

PFF )tt 565-566. But the key fact on which Dr. Landes relies—that transaction costs for

negotiating below the statutory license are low—is simply not true. As explained in RIAA PFF

$$ 1086-1098, numerous witnesses with direct knowledge and experience have testified about

the significant burdens of trying to negotiate reduced rate licenses, particularly in light of the fact

that few sound recordings sell a sufficient number of copies to compensate for the transaction

costs. To counter this evidence, the Copyright Owners provide absolutely no testimony from

anyone who actually works in the industry, citing only to Dr. Landes's assertions and to no fact

testimony at all. CO PFF tlat 565-566.

69. Indeed, Dr. Landes's sole support for his conclusion that transaction costs are low

is that HFA serves as one-stop shopping for mechanical licensing. CO PFF t~'tl 565-566. But as

the record demonstrates, RIAA PFF $ 83, HFA does not represent all publishers and is not

authorized to agree to rates below the statutory rate for CDs and digital downloads; HFA can

only issue licenses at the statutory rate or forward requests for reduced rates to individual
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publishers, serving not as a clearinghouse but as an increasingly unnecessary middleman that

only increases transaction costs. Dr. Landes's conclusions. are thus premised on a wholly

inaccurate understanding ofhis clients'wn operations,

70. As the record also shows, transaction costs are:sufficiently high that one would

expect—as is true—that record companies only ever bother to attempt to negotiate lower rates

for sound recordings that are likely to sell in high voluitiesl (as Aiidrea Finkelstein testified was

the SONY BMG policy), RIAA PFF $ 1095, or where negotiations must occur for some other

reason (first uses and recording contracts). Otherwise, the transaction costs simply swamp any

benefit to be obtained Rom a reduced rate.

2. The Existence of Controlled Composition Clauses Supports a R!atq
Reduction and Is Not a Basis on Which to Reject Dr. Wildman's
Analysis.

71. The Copyright Owners'econd criticis~ ofDp. Qil@nan's analysis is that Ihisl

analysis of the overall effective mechanical rate and hih Walgsisl of thel average r!ate.'paid for first

uses include some licenses granted as part of a controlled composition.clause. in a recording or

producing contract. The argument is that the terms.of such clauses are, unduly affected by. the

presence of other terms of these agreements. CO PFF $ 686. The existence ofcontrolled'omposition

clauses does not, however, sully these two benchmarks analyzed by Dr. Wildman

and is not even implicated by Dr. Wildman's third benchmark, which focuses on songwriters

who are not subject to a controlled composition clause in a recording contract.

72. In its Proposed Findings of Fact, MAA. addressed these arguments in detail, citing

the voluminous factual record that refutes the Copyright Owners'laims. RIAA PFF $$ .638- .

644. In addition to that discussion, RIAA notes the following problems with the Copyright

Owners'ismissal of Dr. Wildman's analysis.
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73. First, the average effective rate and the average first use rate show what every

songwriter and music pubhsher is willing to accept as mechanical royalties. Both calculations

reflect the royalty rates to which songwriters and music publishers agree daily in the marketplace

—songwriters for writing songs and music publishers for providing administrative services in

exchange for a portion of the royalties. As discussed in RIAA PFF $ 606, it is not just that music

publishers accept these rates—they actually pay the largest advances to singer-songwriters who

are subject to controlled composition clauses. If those rates did not provide a sufficient return,

the Copyright Owners would not agree to them.

74. Second, consistent with this Court's prior decisions, the hypothetical market in

this proceeding is one in which a record company is negotiating with a songwriter or music

publisher for a mechanical license to a single copyrighted work to be made into a sound

recording to be listened to (in the case of a CD or digital download) or a sound recording to be

used as a cellphone accessory (in the case of a mastertone}. In the absence of a compulsory

license, controlled composition clauses would remain a "marketplace reality." 1/28/08 Tr.

217:9-218:1 (Carnes}. The Copyright Owners'rgument that controlled composition clauses

must be wholly ignored is simply an effort to posit a different hypothetical market than the one

that would exist in the absence of Section 115.

75. Third, the Copyright Owners'rgument that recording agreements reflect trade-

offs (and thus that the rates in controlled composition clauses represent negotiated discounts in

exchange for concessions in other parts of the license), CO PFF $$ 686-689, is inconsistent with

the Copyright Owners'wn claim that controlled composition clauses are standard in the

industry and hardly ever negotiated. David Israelite, for example, testified that "it's fairly

common to hear from artist and artists'epresentatives that there's not much of a negotiation at
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all" over controlled composition clauses. 2/5/08 Tr. 1450: 1.4-16 (Israeliite}. Multiple witnesses

have testified about the standard terms of controlled coinposition clauses under which singer-

songwriters agree to receive 75% of the. current statutory rate. The evidence also demonstrates

that this current standard of 75% of the current 9..1 cents rate has reached this point because, as

the statutory rate has increased, record companies increasingly demanded greater reductions off

the increasing statutory rate. RIAA PFF $ 597.

76. This last point emphasizes why recording c~nttacts at'e different from NDMAs,

The Copyright Owners'wn evidence shows that songwriters and music publishers acdeptt leds

for mechanical royalties because that is simply what they must do in order to get record

companies to make the enormous investment that they do to transform notes and lyricsin'ound
recordings that have a chance for commercial. success. Therei is no trade-off for other

concessions—rather, a rate that is 75% of the cuiTent statutory rate with a cap on the number of

songs per album is the going rate for new contracts for mechanical royalties. RIAA PFF Section

III,B.3.

77. Moreover, even if there were trade-offs, Dr. Wildman's analysis would have

accounted for them. Given the very large number of transactions that he reviewed, the sole

conclusion that can be drawn is that the average effective mechanical rate represents thb

mechanical rate songwriters are willing to accept in exchange for the industry standard in terms

of contribution, investment, and risk undertaken by the record companies. Wildman WRT at 39-

40, RIAA Trial Ex. 87.. To the extent that there were trade-offs that might have been made in

any particular recording contract, one would expect that there would be some in which

songwriters trade off higher mechanical royalties for a lower advance and vice-versa, meaning

that the average across thousands of transactions would wash away these issues.
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78. Indeed, even if the Court agreed with the Copyright Owners that royalty rates

accepted by singer-songwriters and music publishers as part of controlled composition clauses

should not be considered in this proceeding because such rates involve trade-offs, that logic

compels the conclusion that the Court should ignore that other types of consideration in the

NDMAs, including the mastertone benchmark proffered by the Copyright Owners. And if one

believes that the NDMAs and rates from the ringtone agreements on which the Copyright

Owners rely are a good benchmark for mastertone rates, then one must also conclude that the

rates in controlled composition clauses are good benchmarks for CDs and digital downloads.

79. The Copyright Owners also criticize Dr. Wildman's analysis of the average

effective rate and the average first use rate because the rates specified in controlled composition

clauses have often been expressed as a percentage of the statutory rate. That provides no basis

for rejecting Dr. Wildman's analysis.

80. First, regardless ofhow the rate is to be calculated, a singer-songwriter and a

music publisher know precisely what they are agreeing to. That the parties use the statutory rate

as a convenient reference point does not mean that they did not agree about the rate to be paid

and potential adjustments thereto (such as through an album cap). If 75% of the current statutory

rate was too low, songwriters would not agree to it. That they do agree to such rates in droves is

highly instructive. RIAA PFF Section III.B.3.

81. Second, the Copyright Owners point to an "empirical" study that Dr. Murphy

purports to have done concerning controlled composition clauses in recent years, concluding that

controlled composition clauses have not changed much as the statutory rate has increased. CO

PFF $ 692. But that study is wholly unsound as an empirical matter and provides no basis for

drawing any conclusions at all.
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82. Dr. Murphy had access to recording agreements going back five decades, but

based his analysis on only 27 agreements from a single record company (EMI), dating from l. 999

to 2006. Murphy WRT at 14-15 k Ex. B, CO Teal Ex. 400. He did not suggest that this sample

is representative or statistically valid in any way,, nor could he. Indeed., of the 27 agreements., 9

are for artists on Christian music labels (S~parrow Records, Forefront Records, Tooth and Nail,

and EMI Christian Music Group) and another 7 are for jazz record labels (Blue Note and High

Octave Music) —amply demonstrating that his sample was not representative of anything.

83. Although Dr. Murphy purported to analyze'h@ changes in controlled composition

clauses from 1999 to the present., he looked at only one recording contract from 1999—from a

Christian Music Label—and no recording contracts from 2000. Murphy AVRT at Ex. B, CO

Trial Ex. 400. Similarly, he looked at only 1 recording'ontract in 2002. Murphy WRT at Ex. B,

CO Trial Ex. 400. Indeed, fully 16 of the 27 contracts were entered into in 2004 or later, %h6n

record companies knew that they were on the verge of the statutory rate increasing to 9.1 cents.

Murphy %'RT at Ex. B, CO Trial Ex. 400. Given this sample, there is no way that Dr. Mttrphy

could draw conclusions about trends in controlled composition clauses over time. Indeed, all his

study shows is that record companies today demand.—and getterhlly receive—'a toyalty rate of

75% of 9.1 cents (i.e., 6.825 cents), which can be further reduced by operation of an album cap.

84. In addition., Dr. Murphy's unsupported conclusions are directly contradicted by

the testimony of multiple of the Copyright Owners'act witnesses with. actual knowledge of the

industry. As the Court is aware., Dr. Murphy had little prior experience with the music industry

and knew nothing about recording contracts prior to undertaking his "study." As discussed in

RIAA PFF tt 597, the Copyright Owners themselves have insisted that as the statutory rate has
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increased, record companies have increased their demands for controlled composition clauses—

and this is precisely because the statutory rate has become unacceptably high.

85. Fourth, in drawing his conclusion that controlled composition clauses have not

changed as the mechanical rate has gone up, Dr. Murphy relied on Dr. Landes's original

conclusion that the amount of discounting from the statutory rate was on the decline. 5/15/08 Tr.

6907:22-6908:10 (K. Murphy). But as noted in RIAA PFF $$ 1067-1078 and RIAA Reply PFF

Section VI.C, Dr. Landes only produced that conclusion by excluding controlled licenses, as well

as 700,000 other discounted licenses. The reality is that the HFA data show discounting actually

increasing in recent years. Dr. Murphy's conclusions thus cannot be relied upon.

86. Finally, the Copyright Owners'riticism about controlled composition clauses

simply has no applicability to Dr. Wildman's third benchmark—the rates that pure songwriters

who are not parties to a recording agreement negotiate in the marketplace. The Copyright

Owners argue that the rates to which pure songwriters agree are somehow tainted by controlled

composition clauses, but that argument is unpersuasive. As songwriter witness after songwriter

witness testified, they routinely agree to be bound by terms similar to the controlled composition

clauses to which their co-writers have agreed, or they agree to other discounted rates. Wildman

WRT at 14, RIAA Trial Ex. 87; 1/30/08 Tr. 829:20-830:13 (Shaw); 1/28/08 Tr. 208:7-11,

211;12-212:4 (Carnes); Shaw WDT at 5, CO Trial Ex, 5; 1/30/08 Tr. 796:14-797:4 (Galdston);

1/30/08 Tr. 829:21-830:2 (Shaw). They are unquestionably free to reject such rates, but they

accept them precisely because that is how the marketplace values their efforts. That songwriters

"must" accept such rates is not a reflection of improper market power by the record companies or

anything other than the marketplace itself—it simply reflects the fact that there are many songs

and few recordings— indeed far fewer recordings today than there have been in recent memory.
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1/28/08 Tr. 262:1-22 (E)ogard) (describing how there are half~as mariy recordings as there used to

be); Galdston WDT at 7, CO Trial Eix. 4.

3. First Use Licenses Accepted by Pure Songwriters Are a Good
Benchmark for Setting Rates in this Proceeding.

87. Because they are not directly affected by conti'oiled composition clauses and are

not subject to the compulsory license, first-use licenses agreed to by pure songwriters are

arguably the most informative of Dr. Wildman's three benchinarks. Beyond ~pointing

unpersuasively to indirect influence exercised by the statutory rate and controlled composition

clauses (critiques answered above), the Copyright Owners resort to suggesting that some 0f the 'o-writersincluded in Dr. Wjildrnan's analysis may have received "additional remuneration, such

as advances, in exchange for their a.greement to take reduced rates." CQ E'FF $ 705.

88, Other than eliciting Dr. Wildman's testimony that this was theoretically possible,

the Copyright Owners offered not a shred of evidence that such additional remuneration Was PaiU.

to any co-writers during this time period, let alone evidence of the prevalence or magnitude of

such remuneration. Indeed, none of the songwriter witnesses testified that such ]payments

occurred, and when asked., the President of the Songwriters Cxuild suggested that such paymetits

were unlikely to occur. 1/28/08 Tr.. 211:15-212;4 (Carnes) ("The artist isn't going to do that '[pa'y

a songwriter out of his or her own pocket]."), Moreover, to the extent they are talking about

advances (the only example of i:ndirect remuneration of co-writers cited in the Copyright

Owners'roposed Findings of Fact), their own expert ha& taken'thei position that advance0 to

songwriters should not be included in a study of songwriter income, 5/20/08 Tr. 7327:10-22 ~

(Landes), presumably because they are loans subject to repayment through recoupment.

89. The Copyright Owners also suggest that first uses are somehow different bbcausd

songwriters have an incentive to get songs out into the marketplace„CO E'FF $ 698. The
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premise of this argument is that songwriters have an incentive to get songs recorded for the first

time at the low rate in the hopes that they will earn other revenues from subsequent uses.

Initially, the Court should note that this argument blatantly conflicts with the Written Direct

Testimony of the Copyright Owners'xpert, WiHiam Landes. -Indeed, in Dr. Landes's direct

testimony, he openly acknowledged the value of first uses as compared with older songs, stating

that "much of the music that is sold is newly created," that "[a] substantial fraction of the use of

music is of 'hits'hat have been recently created," and that "ft]he existing stock of music often is

not a good substitute for new creations." Landes WDT at 26, CO Trial Ex. 22 (emphasis added).

90. Moreover, to the extent these subsequent uses are performance or synchronization

revenues, songwriters have the same incentives to get a song recorded whether it is a first use or

a second use. To the extent that these subsequent uses are mechanical licenses from subsequent

recordings (i.e., second uses), it is absurd to believe that songwriters license the first time a

recording on the cheap, hoping for better results the second time it is recorded. As the record

shows, only a tiny fraction of sound recordings are even minimally successful, Teece WDT at

95, RIAA Trial Ex. 64 (noting that only 3% of CDs sell more than 5,000 copies and only 250 of

the 32,000 CDs released in a year sell more than 10,000 copies), and there is no guarantee that a

song will ever be recorded a second time. As Mr. Carnes testified, it is difficult to get a song that

has been previously recorded by some one to be re-recorded by another artist, 1/28/08 Tr.

219:11-220:21 (Carnes), and where the same artist re-records a song, songwriters often must

agree to accept a lower and lower rate with each successive re-recording. 1/28/08 Tr. 201:3-11

(Carnes) (discussing how with each successive re-recording, the rate negotiated is often lower).

91. As the record shows, the average rate paid for first uses, whether to all

songwriters (Dr, Wildman's second benchmark) or to just the subset of pure songwriters (Dr.
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Wildman's third benchmark), almost certainly overstates the fair market value,; of;second uses.

As Dr. Wildman found, hit songs are almost always first uses.i Wildman WR.T, at 42„RIAA Trial

Ex. 87.

92. In the end, Dr. Wildman had a strong basis for.concluding that first use licenses

provided a good benchmark for the rates to be set in this proceeding. First uses licenses are for

products wholly comparable in the market, are not subject:to the compulsory license, are likely

more valuable than second uses, and require negotiation in the marketplace, thereby simulating .

the very hypothetical market that this Court must replicate. 5/12/08. Tr. 5834:8-5837:22

(Wildman).

4. The Copyright Owners'riticismls of Dlr. WilCmlan's Empirical Work
Are InsubstantiaL

93. The Copyright Owners argue that Dr. Wi14man's,anplypis yhoyld,be,given.no.

weight because of claimed flaws in his empirical work, CO PFF $$ 699-706, but those arguments

are without merit.

94. As a threshold matter, the Copyright Owners'ttacks on Dr. Wildman's work

pale in comparison to the demonstrated and highly prejudicial errors in the empirical work of the

Copyright Owners'xperts. Ms. Helen Murphy, whose testimony purported to focus on record

company profitability, had her expert credentials revoked. MAA RPFF Section VI.A. Dr.

Landes has twice attempted to provide empirical analysis ~to )hip Cq~ an) eych tirade it has been

revealed both that his data set was skewed and that he flubbed his dat@ analysis, generating

results more favorable to the Copyright Owners than even the skewed.data set warranted MAA

RPFF Section VI.C.

95. In contrast, the Copyright Owners'riticisms:of Dr.. Wildman are not that.he erred

in any way, that he used the wrong or a skewed data set, or that he conducted his data analysis

36



PUBLIC VERSION

inaccurately. Rather, the Copyright Owners'ole criticism is that he should have done more

than he did and reviewed ever larger volumes of data over an ever longer period of time from

more and more record companies. This criticism is unfounded.

96. Dr. Wildman examined data from the three largest record companies in the United

States, representing almost 70'/0 of the marketplace. Wildman WRT at 34-36, RIAA Trial Ex.

87, That data included data on every mechanical licensing transaction for specified time periods

from each company. Although the data did not permit Dr. Wildman to combine the data sets, it

did permit him to calculate multiple benchmarks on which this Court could rely as marketplace

points of reference.

97. The Copyright Owners criticize Dr. Wildman for using data from a single

calendar quarter from two different record companies such that it was not possible to do a time

series analysis, CO PFF $ 702, but„as Dr. Wildman recognized, the best data would come from a

time period when the statutory rate was the current rate (9.1 cents) and there was a sufficient

period of time to allow all ownership disputes to be resolved and for some sales to occur.

Wildman WRT at 35, RIAA Trial Ex. 87. Moreover, it is hardly fair to criticize Dr. Wildman for

using two record companies when Dr. Landes's flawed songwriter analysis looked only at a

single music publisher; indeed, Dr. Landes's empirical fiaws are far worse because he

represented that his study was of songwriter income—which cannot be fairly reflected by

analyzing a single music publisher because many songwriters have multiple publishers (see, e.g.,

John Lennon and Paul McCartney, both of whom appear in Dr. Landes's sample even though the

Beatles catalog is owned by Sony/ATV, not UMPG, see RIAA PFF $ 537). In contrast, Dr.

Wildman focused on all mechanical licensing transactions by the record companies at issue, not

a subset of them.
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98. The Copyright Owners claim that Dr. Wildmhn ctould tiot vouch for the

representativeness of the clata. he analyzed, CO PFF $ 702., but Dr. Wildman made clear that he

had a large volume of data that permitted him to reach 'clear c',one'.lu&ions and 'said only that he.

could not guarantee with absolute certainty that the prelcish alerkge mechanical rates for diffdrefit'eriodswould be exactly the same. 5/12/08 Tr. 5922:8-17 (Wildman). He added that based on'is
knowledge of the marketplace, he would be very surprised if the data he analyzed was not

fairly representative. 5/12/08 Tr. 5922:8-17 (WI.ldman). The Copyright Owners have done

nothing to show that this expectation was incorrect.

99. Finally, the Copyright Owners critic:ize Dr. Wildman for presenting the mean and

not the median, but he explained. why he believed the mean to b|! a better measure of the actual

rates that would be negotiated in the marketplace absent a compulsory license. CO PFF $ 703.

He explained that the purpose of'.calculating a median as well as a mean is to study the variation

in a data set, and that he had used a standard deviation for'that ptirpose. 5/12/08 Tr. 5918:21-

5919:8 (Wildman). Thus, the Copyright Owners do not actually find fault in his mean

analysis—and indeed there is no basis for any criticism of~ that atialpsi&.

100. The Copyright Owners also hint that the range of reasonableness revealed byDr.'ildman's

analysis is too broad because the average mechanical rate paid. by different

companies is different. As an initial matter, given that Dr. Landes's "range of reasonableness" is

30 percentage points, ( opyright Owners have little cause to coniplain. In'any event, Dr.

Wildman indicated that the variation may well result from. different mixes of music,, 5/12/08 Tr.

5851:6-16; to the extent that a company sells a small number of units of different CDs, on'e

would expect the average rate would be pulled up because transaction costs make it inefficient to

negotiate reduced rate licenses for small sellers. A. FirhkelsteIin WRT 6t 28, MAA Trial EIx. 54.
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101. In sum, the Copyright Owners'riticisms of Dr. Wildman do not undermine the

reasonableness and credibility of his benchmarks in any meaningful way.

B. The 1981 CRT Decision and Historical Norms

102. RIAA also presented testimony from Dr. David Teece using the outcome of the

1981 Copyright Royalty Tribunal mechanical rate proceeding as a basis for recommending a new

rate going forward. The results ofDr. Teece's analysis were fully consistent with Dr. Wildman's

conclusions based on recent voluntary deals. The Copyright Owners mount three attacks on Dr.

Teece's historical analysis, but none hits the mark.

103. First, the Copyright Owners say that the 1981 CRT proceeding is simply too

distant in time to have relevance now. CO PFF Q 665-666. But the passage of time does not

mean that this Court should not place some reliance on the determination made by the CRT

about the value ofmusical compositions incorporated into sound recordings, relative to the

wholesale price of those recordings. As noted at the outset, Dr. Landes's entire analysis relies on

the assumption that there should be a constant relationship between the value of sound

recordings and the value ofmechanical rights (although he assumes incorrectly that the

relationship should be the same for all products regardless of the differences in the products and

consumer demand). If so, one would expect that ratio to be durable over time.

104. To be sure, as Dr. Teece testified, somewhere around the year 2000, the recording

industry went through a "transformational change." 2/19/08 Tr. 3640:9 (Teece). But there is no

reason to think that change affected the relative value of sound recordings and musical

compositions on a CD. To the contrary, it was this transformational change, occasioned

primarily by piracy, that altered the stable relationship between the price of recordings and

mechanical royalty rates, creating the need for a reduction in mechanical rates to restore the
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longstanding balance. The Copyright Owners have suggested no reason why the advent of

illegal file sharing would suddenly mean that they deserve a greater share than pieviously of the

revenues produced from legal sal.es of sound recordi.ngs.

105. In examining t]he relationship between mechanical royalties, wholesale prides, an8

retail prices, Dr. Teece is only following the instruction of the CRT, which reviewed such data

going back in the 1960s and tJiirough a period of dramatic change (there growth) in themu'sic'ndustry.

As the Librarian has indicated in the past,'his C'ourt rriust'ake as a given that the

CRT's analysis in 1981 was correct., and prior copyright royalty tribunals have held that

"trending forward" from an prior copyrigh!t royalty decisis!~n is a proper way to set rates—even

20 years into the future. Woncomme;rcial Edn!cational Broadcasting Compulsory License, '63'ed.
Reg. 49823, 49826 (Sept. 18, 1998) (using 197'8 CRT decision as a benchmark and ti'ending

that rate forward to set rates for 1996 and beyond).

106. Second, the Copyright Owner.. dispute the specifics of Dr. Teece"'s calculation of

a recommended rate of 7.8% of wholesale revenues, based or& the 4-ceil rate set in 1981 by the

CRT. CO PFF $'ll 667-674. But this is much ado a!bout nothing. T!he Copyright Owners do.not

dispute t}iat Dr. Teece correctly calculated that the 4-cent rate was 5% of the list price of an

album in 1981 ($7.98). The essence of their critique is that it was inappropriate for Dr. Teece to

treat the list price in 1981 as the functional equivalent of actual average selling price, and to

therefore apply that 5% figure to the actual average selling price in 2005 ($ 13.24) in order to

come up with an appropriate percentage rate. CO PFF tt 670.7 But! tha!t criticism is unsupported~

by the facts.

" Dr. Teece multiplied the average . ell:ing price of CD& in 2005 ($ 13,24) times 5% to produce a
royalty of $ .662 per album. That figure, divided by! the average wholesak price of an album in
2005 ($8.49), produces a percentage rate of 7.8%. Teece WDT at 81, ]RIAA Trial Ex. 64.
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107. The Copyright Owners base their claim that there was a substantial amount of

discounting off of list prices at the time of the CRT decision on evidence in the record of that

proceeding showing that the average selling price of albums in 1979 was $5.79. CO PFF $ 672.

But as Dr. Teece explained at trial, there is no basis for concluding, based on this evidence, that

there was a substantial amount of discounting occurring at that time. To the contrary, the most

likely reason for a substantial disparity between then-current list prices and average selling prices

was that there was rapid inflation and inventory takes time to flow through the system. 2/19/08

Tr. 3782:15-19 (Teece). As he explained, inflation was running at double-digit rates during this

period, 2/19/08 Tr. 3784:3-8 (Teece), and the nature of the distribution system was that "not

everything that comes into a store gets sold the day it comes into the store. It sits on the shelf.

And so you bring in stuff at list and when list is going up, you may find, in fact, that what people

are paying going out the door doesn't necessarily reflect today's list, but an average of today'

list plus yesterday*s list." 2/19/08 Tr. 3784:18-3785:3 (Teece).

108. For his assumption that there was little discounting in 1981, Dr. Teece also relied

on reports that discounting has drastically increased in more recent times with the advent ofbig-

box retailers, combined with the fact that even today, the data show that the average difference

between list prices and actual selling prices is only about 8-11%. 2/19/08 Tr. 3785:8-14 (Teece)

(citing Teece WDT at App. D at Ex. D.4, RIAA Trial Ex. 64).

109. In any event, even if one entirely eliminates the assumption that list and actual

selling prices were equivalent in 1981, the outcome is not materially different. The 4-cent rate in

1981 was 8.6% ofwholesale revenues received by the record companies. 2/19/08 Tr. 3794:1-10

(Teece). That figure closely matches RIAA's current rate proposal of 9% ofwholesale revenues.

,
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110. Alternatively, one might multiply the 5% of retail list figure from 1981 times the

average list price in 2005, which was $ 14.83. Teece WDT, at App. D at, Ex. D;.4, RIAA Trial Ex.

64 (calculated by multiplying the average actual price rbpdrte8 bP Di.. '11eece times I/.893). That

would produce an average royalty of $ .7415 per album, which when divided by the average

wholesale price of. $8.49 produces a percentage rate of 8.7%, which again is close to RIAA's

current proposal.

111. Third, the Copyright Owners argue that Dr. Teece did not consider what royalty

base would be multiplied by his recommended percentage,rate. CO, PFF $ 674. But that is

simply untrue. An entire section of Dr. Teece's written direct testimony asserts that the royalty i

base should be actual wholesale revenues of record companie's deriv'ed 'from the hale of. sound

recordings. Teece WDT at 74-75, RIAA Trial Ex. 64.. That section of the. testimony even notes

that in many situations, the revenue base for royalties is defined as excluding returns and perhaps

other costs like shipping. Teece WDT at 75, RIAA Trial Ex. 64.

112. The assertion that Dr. Teece did not consider the royalty base is premised on a

passage in Dr. Teece's cross-examination where he stated. that the law would define the revenue

base. CO PFF $ 674 (citing 2/19/08 Tr. 3698-3701 (Teece)).i Ini thi's passage& Dr. Teece was;

clearly assuming that the question related to whichproducts are swithin the scope of the

mechanical compulsory license. 2/19/08 Tr. 3700:3-5 '(Teece) ('I'm not a lawyer. But I know

there is, for instance, maybe some issue around ring tones."). He added that "[ojnce the law is

clear, I think it's relatively straightforward to figure out what products need to be counted."

2/19/08 Tr. 3699:20-3700:1 (Teece).

113. It is with this in mind that one must read Dr. Teece's statement that "I haven't set

the base." 2/19/08 Tr. 3701:1 (Teece). In context, it is clear that he was saying.that it was not up
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to him to decide which products are subject to mechanical royalties. He was not disclaiming the

section in his written direct testimony discussing the revenue base to which the 7.8% rate would

apply. Thus, the Copyright Owners'laim is nothing more than a mischaracterization of Dr.

Teece's testimony.

C. Mechanical Royalty Rates in Comparable Foreign Markets

114. RIAA established at trial that mechanical royalty rates in the two most

comparable markets, the U.K. and Japan, are lower for both physical products and downloads.

RIAA PFF Section III.F. Nothing in the Copyright Owners'roposed Findings of Fact disputes

that claim or establishes that those markets are inappropriate comparators.

1. The Copyright Owners Fail to Offer Any Sound Basis for Rejecting
RIAA's Comparison to the Royalty Rates in the U.K. and Japan.

115. The Copyright Owners'indings of fact concerning international rates are long on

conclusory allegations, but short on relevant facts and sound reasoning. CO PFF Section

XV.B.4. The Copyright Owners never once in their findings of fact offer any sound basis not to

use the U.K. and Japanese rates as a benchmark for setting the statutory rate in this proceeding.

Indeed, in simply asserting that those rates are not an appropriate benchmark, the Copyright

Owners completely ignore the CRT's conclusion that "the foreign experience is relevant" to

setting U.S. rates and is in fact "a benchmark" for assessing whether copyright owners receive a

fair return. 1981 Mechanical Royalty Proceeding, 46 Fed. Reg. at 10483-84. See RIAA COL

Section II.E. Nor do the Copyright Owners try to reconcile their position with the D.C. Circuit's

conclusion that the Court is not required to "close its eyes to conditions in other countries while

deciding what a fair return to a composer should be." Recording Industry Ass 'n ofAmerica v.

CRT, 662 F.2d 1, 10 n.23 (D.C. Cir. 1981). See RIAA PFF $ 698.
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116. The Copyright Owners'irst criticism of. RIAA's international comparisons. is .

disingenuous, at best. The Copyright Owners mischaracterize the testimony af RIAA expert i

witness Steven Wildman concerning international rates, claiming that Professor Wildman:

disagreed with the U.K. and Japanese rate benchmarks because hc "refused to endorse" and "he

cannot support them." CO PFF $$ 710, 725. This claim distorts.the. record. Professor Wildman

was asked ifhe had performed any analysis or study on the U.K.,or Japanese markets. His

answer—six separate times—was that he had not conducted such an analysis or study. '5/12/08

Tr. 5987:2-5988:18 (Wildman). Not once did Professdr%ildmaln And lany fault or point out any,

problem with using international rates. Not once did he reject international rates as a benchmark

or suggest that had he studied those rates and markets, he would have concluded them to be an

inappropriate benchmark. Not once did he find any fault %faith the testimony of either Geoffrey,

Taylor or Richard Boulton. Professor Wildman did not study the international rates in ithc U.K. i

and Japan and thus cannot "endorse" their use as benchmarks, much as ProfessorMurphy,'resumably

cannot endorse Judith Finell's testimony about musicology.

117. The Copyright Owners next point to differences among the U.S., U.K. and;

Japanese markets. See RIAA COL Section II.E. But the/ fail t6 ekplain %hy th'ese'ifferences

should disqualify the U.K. and Japanese rates as benchmarks. Nor do the Copyright Owners,

dispute the many important ways in which the music industry in the U.S. is similar to the music

industries in both the U.K. and Japan. The closest the Copyright Owners come to addressing the

similarities among the music markets in the U.S., U.K. and Japan is in. one brief.paragraph at the

end of their discussion of international rates. CO PFF $ 721.

118. First, the Copyright Owners note that the U.S. market is larger than the.U.K..

market. CO PFF $ 721. But they miss the salient point—,the U.K.',s market's size relative to
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other national markets that might be compared to the U.S. They cannot dispute that relative to

the world, the U.S. and the U.K. markets, along with the Japanese market, are the three largest

and most developed and therefore the most comparable to one another. RIAA PFF $$ 706-08.

To the extent relative size matters, that only demonstrates the need to look to the U.K. first as a

comparable benchmark before looking at nations with an even greater relative size disparity.

119. Second, the Copyright Owners trumpet that the Japanese do not export as much

music as the other two nations. CO PFF $ 721. They do not, however, explain why this alleged

difference, by itself, makes Japan an inappropriate comparator.

120. Third, the Copyright Owners suggest the U.K. and Japan are poor benchmarks

because there is no compulsory license in the U.K. and it has not been necessary to arbitrate

mechanical royalty rates in Japan. CO PFF $ 712. It is unclear why the Copyright Owners think

this renders those countries inappropriate benchmarks. There is a Copyright Tribunal in the U.K.

established by statute that sets mechanical royalty rates that must be used in the absence of

industry agreements; that Tribunal is the U.K. equivalent to this Court, although the parties have

reached voluntary settlement. RIAA PFF $ 714.

121. Fourth, the Copyright Owners point to the existence of controlled composition

clauses in the U.S. as a difference between the U.S. and the U.K. CO PFF $ 713. But while this

may affect an international comparison of effective rates, the comparison drawn here by RIAA is

between the mandatory rates set in the U.K. and the statutory rates that this Court is empowered

to establish. The fact that the rates this Court sets may be more readily discounted pursuant to

voluntary agreements to accept controlled composition clauses is irrelevant to that comparison.

Moreover, as the Copyright Owners'wn witness Jeremy Fabinyi readily acknowledged at trial,

for DPDs, the U.S. statutory rate trumps the rates set by controlled composition clauses in post-
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1995 artist contracts, and therefore cannot be distinguished from U.K. rates on this basis.

5i15i08 Tr. 6857:3-22 {Fabinyi).

122. While the Copyright Owners cllaim that the prevalence of controlled composition

clauses is also a distinction between the U.S. and Japan~ see CO PFFi $ '713, they cite no evidence

in the record whatsoever concerning controlled composition clauses in,Japan.

123. The final. purported difference asserted by t'e Copyright Owners lis that Published

Price to Dealer or "PPD" in the U.K.. is different than the actual wholesale price received by

record companies in the U.S. CO PFF $$ 716-718. To support this claim, the Copyright Owners

rely heavily on Jeremy Fabinyi's unsupported and misleadiing testimony that discounting 6ff lof

the PPD rate in the U.K. can be as high as 40%. But the record shows that Mr. Fabiinyi

acknowledged at trial that the average discount in the U.K.. is in fact closer to half of his reported

figure. RIAA PFF $ 725. This concern is thus substantially OvetblOwn. Indeed,, even if the

Court were to accept Mr. Fabinyi's testimony on this point, it weuld result in a U.K,. rate

equivalent to 11.1% of wholesale, or approximately 8.0 cents—far below the current statutory

rate and significantly less than the rates the Copyright Owners proposed. See RIAA RPFF

Section I.

124. Moreover, the Copyright Owners assert this difference between the calculation of

PPD and wholesale price as if it would categorically distinguish rates in the U.K. from rates in

the U.S., but the purported distinction has no relevance at all in the context of permanent

downloads. The U.K. royalty rate for permanent downloads is based on the retail price (less

VAT) paid in the U.K., not on PPD. RIAA PFF Section III.F.3.d. Thus Mr. Fabinyi's critiqlue

has no applicability at all.
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125. In contrast to the Copyright Owners'alf-baked efforts to distinguish the U.K.

and Japan, RIAA has presented robust and thorough testimony that demonstrates the similarities

among the comparable markets while acknowledging the less-significant differences. First,

these are the three most developed music markets in the world, with the highest total retail

revenue from music, highest recorded music sales value, percentage of total sales, digital music

sales, and singles sales. RIAA PFF $$ 706-707. Second, these are the three countries that are

world leaders in developing the online marketplace. RIAA PFF $ 708. Indeed, as between the

U.K. and the U.S., there are even greater industry similarities, including heavy expenditures in

AkR, investment in fighting piracy„an international focus on exporting music. RIAA PFF

$f( 709-711, Third, the music industries in all three of these nations have experienced similar

damaging changes in which the growth of online sales has not been sufficient to compensate for

the decline in sales ofphysical products. RIAA PFF $$ 712-713. Fourth„ in all three nations

there is a mechanism in place to set reasonable royalty rates if and when the parties cannot agree.

RIAA PFF $ 714. Taken together, the U;S, U.K. and Japan are similar in their place atop the

global market, their pioneering position in the online marketplace, their recent industry

experience with declining physical sales„and their legal provision to ensure the opportunity for

access to musical works even if the parties disagree. These similarities establish that the

marketplace conditions in the U.K. and Japan for setting mechanical royalty rates are the most

comparable to those in this country.

126. RIAA also provided uncontested evidence that the differences between the U.S.,

on the one hand, and the U.K. and Japan, on the other, would support the conclusion that the rate

in the U.S. should be lower than the rates in the U.K. or Japan. RIAA PFF Section III.F.4. This

is consistent with the conclusion of the CRT in 1981, which found that the sheer size of the U.S.
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market supported a lower rate than abroad. 1Nl Mechanical Royalty Proceeding, 46 Fed.: Rag.

at 10484.

127. RIAA has also submitted evidence establishing the proper method for translating i

the U.K. online rate into a U.S. percentage of wholesale rate. The detailed expert testimony Of

Richard Boulton provided a step-by-step analysis of how this,Court could take the U.K. rolyalty l

rate for permanent downloads and come up with an equivalent mechanical royalty rate for.this

country. RIAA PFF $$ 735-743. His analysis shows that U.K. mechanical ra'te for dovlml6adh

translates to 7.7% of wholesale. RIAA PFF $ 741. As the Chief Judge noted, Mr. Boulton's

testimony was "a refreshing reminder of the appropriate role of an expert." 2/13/08 Tr. 3000:8-9

(8oulton).

128. The Copyright Owners do not dispute the merits ofMr. Boulton's testimony. i

Instead, they attack Mr. Boulton's testimony by claiming that his prior testimony in a U.K. rate i

proceeding more than 10 years ago (before there was any noeiceable online market), was

inconsistent with his testimony in this Court. CO PFF:$ 720 (noting prior testimony that

international rates are of "limited usefulness" and any international differences must be taken

into account). The Copyright Owners'ttacks on Mr. Boulton are achieved only by distortmg i

the evidence. Mr. Boulton stated that the quotation cherry-picked by the CopyrightOwners'ounsel

that is now the basis of the attack in their findings of fact was "specific to the

circumstances of a U.K. satellite broadcaster." 2/13/08 Tr. 2978:8-.10.(Boulton).

129. In addition, as Mr. Boulton explained, in his more recent testimony before the

2006 U.K. tribunal concerning the use of the 1997 United States rate as a benchmarkfor bier I

nations, his testimony was influenced by the fact that he was aware that this,Court would be

setting a U.S. mechanical rate in this proceeding and he was concerned about "a sort of cart
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before the horse issue" since he would have wanted to know what this Court decides before

assuming the U.S. mechanical rate. 2/13/08 Tr. 2945:7-2946:10 (Boulton).

130. Perhaps most importantly, Mr. Boulton made clear that, in those prior

circumstances, international rates were relevant in principle but his concern was how they were

applied in practice. 2/13/08 Tr. 2944:17-2945:20 (Boulton). Mr. Boulton testified that prior

U.K. tribunals "have 50 different rates thrown at them, and each party has advanced 25 of those

rates as being helpful to their cases... [and] this isn't really helpful" to the tribunals. 2/13/08

Tr. 2944:17-2945:6 (Boulton), This, of course, is a sharp contrast to the focused and detailed

testimony put forward, by RIAA through Geoffrey Taylor identifying two specific nations—the

U.K. and Japan—and explaining why they are the best comparators for the Court in this

proceeding. It is therefore not surprising that as an expert witness Mr. Boulton opined that at this
m

time, the U,K. rate for permanent downloads was a "relevant benchmark" that would be helpful

to look to. 2/13/08 2946:11-2947:18 (Boulton).

2, The Copyright Owners'omparisons to Rates in Other Countries Are

Useless.

131. The Copyright Owners claim that "the current U.S. statutory rate for physical

product is well in line with mechanical rates around the world when those rates are compared on

a currency adjusted basis." CO PFF $ 722. This claim does not withstand scrutiny. The sole

basis for the Copyright Owners'laim is the testimony of Jeremy Fabinyi. RIAA thoroughly

discredited Mr. Fabinyi's methodology (or lack thereof) in its Proposed Findings of Fact, and for

all of the reasons set forth there, Mr. Fabinyi's comparisons to rates in other countries should be

rejected by this Court. See RIAA PFF Section III.F.5. Indeed, even though RIAA challenged

Mr. Fabinyi's methodology during trial, the Copyright Owners'indings of fact do not include a
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single sentence to explain the manner or method in which he performed his so-called "analysis.",

See CO PFF g 722-723.

132. The Copyright Owners'laim that the U.S. rate is in line with rates in other

countries is noteworthy for two other reasons. First, it is surprising, to say the least, that the

Copyright Owners now seek to rely on Mr. Fabinyi's calcufatipns to,compare the U.S. rate with

rates in other countries given that Mr. Fabinyi himself e~pP~izeP tQat the,rates he calculated are

not "comparables in any... way" and should not be used to set the rate in the U.S. RIAA.PFF

$$ 749-51.

133. Second, the Copyright Owners have phrased their comparison in terms of tjie,

rates for "physical product" only, and thus appear to haye ybapdqneP any suggestion that gate for

downloads in the U.S. is in line with other countries. CO PFF $ '722. That concession is
I

compelled by the evidence—the record makes clear that @e I|I.S, mychpnical rate for downloads

is extremely high compared to rates in other countries, and is higher than in every country except

Germany when expressed as a percentage of retail price. RIAA PFF $ :763. Indeed, Mr. fabjnyj

testified that he was not aware of any country in the world that pays a mechanical rate for)

downloads as high as the rate proposed by the Copyright Qwnerp iq. thjs proceeding. IUD PFP

$ 700.

134. The Copyright Owners largely ignore the zeaponq wPy pations besides the U.K.

and Japan do not serve as good cornparators to the U.S. for purposes of setting the mechanical

rate. See RIAA PFF Section III.F.5.b. The only attempt by the Copyright Owners to salvage

their European comparison is to assert that there is regulatory oversight over mechanical ~royalty

rates in those nations. CO PFF $ 724. They do so by citing to the assertion by Mr. Fabinyi that

such oversight exists in almost every—ifnot every—European country. But, Mr. Fabinyi could
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not provide support for this assertion when questioned on cross-examination and conceded that

some European countries have no such oversight. RIAA PFF $ 770. That is certainly not a

sufficient basis for using European nations instead of the U.K. and Japan as comparators.

135. Finally, the one mechanical royalty rate for physical products that Mr. Fabinyi

described as being "of particular note"—the Canadian rate for physical products which was

produced by a recent settlement—is lower than the current U.S. rate, even when converted into

U.S. dollars using Mr. Fabinyi's methods. According to Mr. Fabinyi's calculations the Canadian

rate for physical products is 7.9 cents per track in U.S. dollars, and the Canadian rate for

downloads is 8.51 cents per download in U.S. dollars. See CO PFF $$ 722-723 (citing Fabinyi

exhibits F-1 and F-2). And this rate is inflated because it is based on a rate of 8.8% of retail, but,

in fact, the relevant decision of the Copyright Board of Canada conferred a 10% discount from

that rate, Fabinyi ART at Ex. E at 53, CO Trial Ex. 380. The effective rate issued was thus

7,9% of retail.

9. A. Rate Cut ls Also Justified by Dr. Murphy's Economic Theory

136. The Copyright Owners cite Professor Murphy for the proposition that "demand

reduction in an environment of falling prices will require a relative increase in songwriter

compensation to maintain the supply of songs." CO PFF at $ 74. The quoted statement is flatly

untrue. Professor Murphy said no such thing. In fact, what Professor Murphy said was that

falling demand for the final product—sound recordings—will reduce the demand and the

compensation paid for musical works or songs. 5/15/08 Tr. 6922:12-17 (K. Murphy) (Q: "And if

the demand for songs, as an input to the sound recordings, falls, we can expect the market price

for songs to fall, correct?" A: "The market price, yes, per song delivered, yes."). He explicitly

agreed that, in fact, demand for sound recordings has fallen, 5/15/08 Tr. 6873:7-11, 6922:18-
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6025.1 @ Mmphy), antt compensation for songs must fall as well. 5/15/Og Tr. 6027:10-10 (K..., ~
Murphy).

137. Professor Murphy's principal claim was that, although compensation for songs

must fall in response to falling demand, the compensation has already been. reduced because, ip

the current market environment, fewer copies of each song,are being, sold..If the compensation

for each song written has dropped because fewer copies of each song are being sold, he opined, it

may not be necessary to further reduce compensation by also cutting the royalty paid for epch,

copy. 5/15/08 Tr. 6945:5-6946:5 (K. Murphy).

138. Professor Murphy's theoretical analysis thus does not answer the question of

whether the mechanical rate should go up, down, or stay the same. He agrees that demand for

sound recordings and songs has declined. 5/15/08 Tr. 6873:7-11, 6922'.18-6923:1 (K. Murphy).

He agrees that the compensation for songs, and therefore the supply of songs, should also

decline. 5/15/08 Tr. 6922:12-17 (K. Murphy). He States that compensation has already declined

to some degree because fewer copies are songs are being sold. 5/15/08 Tr. 6945:5-6946:5; (K.

Murphy). But whether a change in the royalty rate per, copy—,either up or down—is nece~s~ ip

order to maintain the appropriate supply of songs given the reduIce4 demand js a question itha& as

theory (even if it was correct) does not answer. 5/1;5/08 Tr. 6946:15-6947:17 (K. Murphy'.

139. Professor Murphy, however, offers little more than @eqry, Hp dpes not: Q.o~

what the elasticity of supply for songs is, or how the supply of songs relates to the mechanical

rate. 5/15/08 Tr. 6947:10-21 (K. Murphy). Moreover, he acknowledges that many factoIs affect

whether a song is written, in addition to the mechanical royalty rate. Among other things,

songwriter compensation depends on the number ofunits sold, which in turn depends,on which,

artist performs the song, who produces the song aud Qovgt it js proPucqd, Qe marketing resources
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devoted to selling the sound recording, and other factors that no one can predict. 5/19/08 Tr.

6977:19-6979:17 (K. Murphy). For singer/songwriters, an incentive to write songs exists in

order to advance the writer's career as a singer, and therefore the mechanical royalty becomes

less relevant. 5/15/08 Tr. 6950:16-6952:16 (K. Murphy). And songwriters have opportunities to

earn other types of royalties, such as performance royalties and synch rights. 5/15/08 Tr.

6959:20-6960:3 (K. Murphy). Consequently, much of Professor Murphy's testimony is a purely

theoretical discourse on one component of the incentives that affect the supply of songs, and

simply does not help the Court determine whether and how to change the mechanical royalty

rate.

140. The only empirical evidence that Professor Murphy reviewed in an effort to assess

whether the mechanical rate should change from current levels was the compensation paid by

record companies to other creative inputs—chiefly artist royalties and advances and recording

expenses. K. Murphy WRT at 9, CO Trial Ex. 400 (definition the "creation step" as including

"the mechanical royalties, artist royalties, and advances and recording expenditures to acquire

songs and artist talent needed to make a master recording"). He believes that mechanical

royalties should "evolve in much the same way" that artist royalties and advances and recording

expenditures do. Murphy WRT at 8-9, CO Trial Ex. 400; 5/15/08 Tr. 6887:15-6890:2 (K.

Murphy). Based on his analysis of artist royalties and advances and recording expenses,

Professor Murphy opined that the mechanical rate should not go down. By the same token,

however, he did not support the Copyright Owners'equest for an increase in the rate. In

response to questions from Judge Wisniewski, Professor Murphy conceded that his analysis

suggests that the current rate should remain in place. 5/19/08 Tr. 7022;1-7023:4, 7023:21-

7024:6 (K. Murphy); see also 5/15/08 Tr. 6899:2-12 (K. Murphy).
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141. Moreover, it is important to recognize that Professor Murphy's empirical analysis

was conducted in a way calculated to mask the relative changes in mechanical royalties

compared to artist royalties and advances and recording, expenses,(wQic/z are one of the principal

components of A8cR). For example, he omits from his Figure 2 a line for advances and

recording expenses—although he has a line for mechanicaj royalt!ies an/ a line for mtist

royalties—because advances and recording expenses experienced a negative compound annual

growth rate of 7.1% between 1999 and 2006, while mechanical royalties had a positive growth

rate during the same period. Benson WRT at 8, ISA Trial Ex. 82. Moreover, by calculating

the comparison between payments for mechanical royallties and payments for other creative

inputs as a percentage of total revenue, Professor Murphy minimized the differences in growth

rates. An example will make the point. Suppose mechanical royalties are 5, artist royalties are,

20, and total costs are 1.00,. Ef both mechanical royalties and artist royalties increase, by 5,

Professor Murphy's table would show that both mechanical royalties and prti„t royalties

increased by 5% of total cost. Thus, Professor Murphy would c]lain that mechanical royalties

and artist royalties moved in perfect synch w:ith one another. Yet in thjs hypothetical,

mechanical royalties rose by 100%, from 5 to 10, while artist royalties increased by only 25%,

from 20 to 25. From the perspective of incentives to increase the supply of songs (whiich is the

issue that purports to concern Professor Murphy), a 100% increase in coD)pensation surely has,

far more impact than a 25% increase, and yet Professor Murphy's method of displaying thedata'akes

the two look equal.

142. Even if one accepts Professor Murphy'~s opinion~that mechanical royalties shqulg

track the compensation paid for other creative inputs, however, a closer look at the evidence

compels the conclusion that the current mechanical rate is too high. At the most basic level,
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between 1999 and 2006, mechanical royalties paid by the major record companies rose from

$512 million to $547 million, while artist royalties declined Rom.$ 1,228 million to $1,104

million, and advances and recording expenditures declined from $412 million to $246 million.

Benson WRT at 8, RIAA Trial Ex. 82. In short, if Professor Murphy is correct that mechanical

royalties should move in the same direction as other creative inputs, the record is clear that for

the major record companies, mechanical payments are rising while expenditures for artist

royalties and advances and recording are falling—precisely contrary to what Professor Murphy

says should happen.

143. The conclusion that mechanical rates are too high, applying Professor Murphy's

theory, becomes even clearer when one looks at per unit payments. Professor Murphy suggested

that it was appropriate to compare mechanical rates with the cost of all creative inputs, which het defined to include artist royalties and advances and recording expenses. Murphy WRT at 9, CO

Trial Ex. 400. The combination of artist royalty and advances and recording expenses equaled

19.9 cents per unit sold in 1999 and, after a modest rise in the intervening years, it returned to

precisely the same level of 19.9 cents per unit sold in 2006. Benson WRT at 15 (Figure 4a,

adding artist royalty and advances and recording expenses), RIAA Trial Ex. 82. IfProfessor

Murphy is correct, therefore, the statutory mechanical royalty rate in 2006 should have returned

to its 1999 level of 7.1 cents instead of increasing to the current 9.1 cents.

144. Even if one looks only at artist royalties (as Dr. Murphy concedes is incorrect),

the conclusion remains that the current mechanical rate is too high. In 1999, artist royalties

averaged 14.9 cents per unit, and in 2006 artist royalties had risen approximately 9% to 16.3

cents per unit. Benson WRT at 15, RIAA Trial Ex. 82. Had the statutory rate also increased by
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9% during that same time period., it would have risen from, the 1$~99~ratp op 7. l cents to only 7.8

cents.

145. Lest the record companies be accused of cherry-picking the data, the same

conclusions result no matter what year you look at. Thus, if one compares the artist royalty rate

of 14.9 cents per unit in 1999 to the artist royalty rate per unit in 2002 of 17.8 cents per unit—the

'l 0/
highest rate in the entire eight-year period—the increase ip artist royalties pep u~&it is only 16~3,'p.

Benson WRT at 15, RIAA Trial Ex. 82. If the statutory mechanical rate rose by 16.3% from its

1999 level of 7.1 cents, it would equal only 8.5 cents todyy.,

146. The conclusion of this analysis is clear, Artists, like songwriters, have suffered,

from declining unit sales„Just like the songwriters, their compensation per sound recording has

decreased because, on average, fewer copies of each sound recording are being sold. But w'+le:

the songwriter royalty per copy sold has increased by 22% (from 7.1 cents to 9.1 cents) between

1999 and today, the compensation for other creative inputs pn p per unit,basis 1~as increased noj

at all (if one looks at the combiination of artist royalties and advances and recording costs), or has

increased by only 9% (if one looks only at artist royalties). Benson AVR'I't 15, Rj:AA Trial Ex.

82. If the Court accepts Professor Murphy's thesi.s, therefor, jt should reduce the mechanical

rate.

K. Ringtones Are a Distinct Market Requiring Separate Treatment

147. As explained in RIAA PFF IV.D.2, ringtones inhabit a different market from CDs

and digital downloads, and therefore require a. different analysis in setting rates.

148. In the webc.asting case, this Court found that simulcasters and Internet-only

webcasters are substitutional for each other and inhabit, the same market; as a consequence,

economic theory compels that they pay the same rate. Webc~!sting lI Decision, 72 Fed. Reg. at
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24095. By contrast, the Court found that small non-commercial webcasting services do not

substitute for and do not inhabit the same market as commercial webcasters, requiring different

treatment. Webcasting II Decision, 72 Fed. Reg. at 24097-99. In other words, whereas rates for

Internet-only webcasters could serve as a benchmark for simulcasters, they cannot serve as a

benchmark for non-commercial webcasters.

149. In this proceeding, there can be no dispute that CDs and digital downloads

substitute for each other and inhabit the same market, requiring similar treatment with respect to

the manner in which rates are set. At the same time, as Dr. Wildman and Dr. Slottje both

explain, RIAA PFF Section IV,D, ringtones do not substitute for CDs and digital downloads and

do not fulfill the same consumer need; as such, they inhabit a separate consumer market and

require different treatment. In other words, one cannot use ringtones as a benchmark for setting

rates for CDs and digital downloads by simply translating rates f'rom one to the other, as Dr.

Landes has attempted to do,

150. In setting rates for mastertones, Dr. Wildman has provided the Court with a range

of possible rates for ringtones using a surplus analysis. This methodology—which corrects the

flaws in Dr. Landes's analysis—is a far better means of setting rates for ringtones than the

Copyright Owners'pproach, which takes the already inflated NDMA rates and then increases

them (for no known reason) beyond a reasonable level. RIAA PFF Section IV.D.8.b.

151. Alternatively, in the event that the Court finds the NDMAs a persuasive

benchmark for ringtones and the Court prefers a cents rate, the NDMAs provide cents rates that

cluster between 10 and 12 cents per ringtone. RIAA PFF Section IV.E. Moreover, in that event,

the record compels the conclusion that (a) the rates for CDs and digital downloads must be set on

the basis of the benchmarks presented by RIAA and (b) other provisions of the NDMA
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agreements implicated here, such as the manner in which royalty arq cqlcqlatqd for ~ulti-

session products and locked content, must also be given,force and, effect, as they are in RIAA's

Second Amended Rate ProposaL

III. THE COPYRIGHT OWNERS'ENCHMARKS ARE FLAWE9.

152. The Copyright Owners have presented @is tj:overt pig a purported "ryngg of

reasonableness" that spans 30 percentage points, up to half of all wholesale revenues in the

music industry, and have argued that anything below 30% of record company revenues is the low

end of a range. See, e.g., CO PFF $$ 543-545. The ratt;s they have proposed based on this range

would reflect a dramatic increase in the royalty rates paid for mechanical licenses for CDs, an/

digital downloads that is out of line with all historical norms and the marketplace transactjonq

that the Copyright Owners enter into every day. RIAA PFF Section III.C-D.

153. As discussed in more detail in Section II.E,ofRIAA',s Proposed Findings of Fact,

there is no justification in the marketplace for such a rgdigal ipcrpase. Wholesale and retail,

prices of sound recordings have dropped, as have unity sold apd ~whplepaly revenues. Thy

statutory rate is currently equivalent to a higher percentage of the wholesale and retail price of

sound recordings than ever before due to the decline ig record prices combined with the effect of

the 1997 agreement on mechanical rates, which wrongly presumed that record prices would,

continue to increase in the coming years. RIAA PFF Section III.D.

154. The sole basis for the Copyright Owners'equest for a massive increase ~ thy

mechanical rate is Dr. Landes's benchmark analysis. grail~ that Qe (copyright,Owners'ther

expert witness, Dr. Murphy, testified that his analysis did not support a rate increase.,5/)9/98 'fr.
~

7023:4-7024:6 (K. Murphy). The very fact that the Copyright Owners'enchmark analysis,

suggests a massive increase itself should raise eyebrows. If every other market indicator
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demonstrates that rates should go down, one should ask serious questions about an analysis

premised on the idea that a massive increase is compelled. Indeed, as discussed below,

everything about the Copyright Owners'enchmark analysis is fatally flawed, including their

refusal even to consider whether the benchmarks that they advance are comparable, and their

state of denial about the markets for CDs and digital downloads.

A. Dr. Landes's Approach to Selecting and Analyzing Benchmarks Is Fatally

Flawed.

1. Dr. Landes Failed to Analyze the Comparability of His Benchmarks.

155. As discussed in Section III.A.2 ofRIAA's Proposed Findings of Fact and Section

II.B.2 ofRIAA's Proposed Conclusions of Law, this Court has made clear that, with respect to

an analysis of appropriate benchmarks, the comparability of the benchmark market to the target

market is central to whether a benchmark provides any useful information about the rates at issue

under a statutory license. In particular, the Court's decisions have made clear that simply

because a copyrighted work is an input to two different products does not mean that the rates

paid for one are useful in setting the rates paid for another. SDARS Decision, 73 Fed. Reg. at

4089. In assessing comparability, it is critical to look at the ultimate consumer product because

it is from that product that the value of the copyrighted work is derived. PES I Librarian 's

Decision, 63 Fed. Reg. at 25397.

156. The Copyright Owners give lip service to the notion that comparability is of

critical importance, but then provide no evidence of comparability to support their benchmarks.

That makes it all the more stunning that neither they nor their economists even try to examine the

comparability of their proposed benchmarks to the markets for CDs and digital downloads that

make up the vast majority of products that will be affected by this proceeding.
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157. Section XII.B of'the Copyright Owners'roposed Findings of Fact is instruc&ivy.

In this section, the Copyright Owners purport to explain the,"rigorous," cijteria that Dr. Landes

used in selecting benchmarks. Even a cursory review of that section demonstrates that Dl.

Landes utterly failed to examine whether the benchm@rks he was (offering are comparable to the

market for CDs and digital downloads, for which he is recommending a drastic rate increase of

between 37% {for CDs} and 65'70 (for digital downloiads}. ~Ws Pr. Wildnaan explained, it is,this

total failure to address comparability that led Dr. Large& to propose p rangy of reasonableness

spanning 30 percentage points,—one that won]Id result in, for example, a range of reasonable

digital download rates from 14 cents to 35 cents. Wildman WRT at 9-10 8c n.5, RIAA Trial Ex.,

87.

158. In Section XII.B of the Copyright Owners'opo~ed Findings of Fact, the

Copyright Owners cobble together parts of Dr. Landes's testimony (because he nowhere explains

how one should view the question of comparability) to identify four criteria f'or use in selecting

benchmarks. Those are: the benchmark must (a) "arise from voluutary miarket transactions

(CO PFF i
486) (b) "be unaffected by a statutory license, such as Section 115, or any other price

il i~ (

control" (CO PFF tt 487}:, (c) "provide[] information regarding the z e1cztive valuation of the

musical composition and sound recording" when the musical work is embedded in a sound

recording (CO PFF $ 488}; and (d) "require users to acquire separate licenses for both the

copyrighted musical composition and the sound. recording" (CO PFF 'lt 489)., These are all

simply different ways of saying that in selecting benchmarks, Dr. jl andes did nothing more than

determine that the markets to which he looked involved both musical works and sound

recordings.
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159. As is obvious from the listed criteria, Dr. Landes's criteria have nothing 5o do

with comparability, as this Court has explained it. Dr. Landes has never explained why he chose

the ringtone market and the synch market but not webcasting (statutory or not) or music videos

(each of which also involves musical works and sound recordings), and he never looked at all at

the ultimate consumer products at issue. Were Dr. Landes's non-analysis the appropriate means

to examine comparability, then this Court's decision in the SDARS case would make absolutely

no sense at all. SDARS Decision, 73 Fed. Reg. at 4089.

160. As this Court found in analyzing comparability in the SDARS proceeding, one

must consider the underlying products sold to consumers and the characteristics of those

markets. SDARS Decision, 73 Fed. Reg. at 4089. Under Dr. Landes's simplistic analysis, the

PES statutory rate would have been a good benchmark for the SDARS statutory license, which

of course it was not. The PES services provided a poor benchmark for the SDARS service

because consumers viewed the services completely differently and purchased them for

completely different purposes. SDARS Decision, 73 Fed. Reg. at 4089. It is this fundamental

inquiry that Dr. Landes completely failed to undertake.

2. Dr. Landes Does Not Even Apply His Own "Criteria" Consistently.

161. Even if the Court was to conclude that Dr. Landes's criteria bear any resemblance

to the analysis of comparability that this Court has said economists must undertake, it should

reject Dr. Landes's discussion ofbenchmarks because Dr. Landes himself did not apply the

criteria consistently.

162. First, Dr. Landes can provide no explanation as to why he chose the benchmarks

that he did, yet ignored all other markets in which sound recordings and musical works are

licensed or sold and which appear to meet his criteria at least as well as the three benchmarks he
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advanced. Thus, Dr. Landes does not explaiin why he ignored webcasting, satellite radio, music

videos, background music serv:ices, etc. It is not even clear whether he considered any other

markets, apart from the three that appear to provide the most favorable rates to Copyright

Owners for use in this proceed:ing.

163. Second, even the three benchmarks that I)r, LM&des put forth do not actually meet

his own criteria. The AHRA, for example, is not a free ~apke) trynspctjon, involves a price

mandated by law, and d.oes not involve licensing of any kind. Th.e market for synchronization

rights involves completely separate licensing for the rights at jssqe, hand, thy musical work at issue

in synchronization licensing is not, at least from a licensing perspective, embedded in the sound

recording, Finally, ringtones are covered by the statutory license. Thus, Dr. Landes has facile/ tq

apply his criteria for benchmarks faithfully.

164. Third, Dr. Landes s apparent justi6cation for claiming that the ratio of the,

mechanical royalty rate to the wholesale price of sound recordings should be the same in @11,

markets appears inconsistent with the three marl".ets that he has chosen. In his testimony, Dr.

Landes explained that the rationale behind his common framework" for setting rates and terms

across all products, i.e,, for assuming that the ratio of the mechanical royalty to the wholesale

price of a sound recording should be similar across difjferpnt prqduqts,~ is &hat "[t]he new business

models for delivery of recorded music are substitutablq fear one anqthe;r." Landes AVDT at 7, CO

Trial Ex. 11.

165. But the record demonstrates that none of the 'benchmarks that he chose are in any

way substitutable for CDs or digital downloads. In particular, hearing a sound recording in the

background of a movie or a television commercial does not substitute for purchasing music to

listen to. Similarly, a ringtone does not substitute for sales of ( D. or digital downloads, but
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rather substitutes for a ringer on a cellular phone. Slottje WRT at 19-20, RIAA Trial Ex. 81.

Thus, the apparent rationale for Dr. Landes's entire approach to transposing rates from one

market to another is wholly eroded.

3. Dr. Landes's Approach—a Blanket Assumption That the Ratio of the

Royalty for Musical &'orks to the Royalty for Sound Recordings Must

Always Be the Same—Is Inconsistent with the Testimony of Dr.

Murphy, the Copyright Owners'wn Rate Proposal, and the

Evidence They Have Presented.

166. Dr. Landes's analysis is premised on the idea that the relative value of musical

works and sound recordings should be the same in the market for CDs and digital downloads as

it is in other markets. But the vast range between his 20% lower bound (mastertones) and his

50% upper bound (synchronization) demonstrates that Dr. Landes's premise of consistent

relative valuation for widely different uses is not true. Indeed, at the same time as Dr. Landes

argues that the division of the surplus should be the same across all markets as a theoretical

matter, the Copyright Owners propose rates that vary significantly in terms of the manner in

which they divide the content pool. In the end, Dr. Landes has no answer for why the ratio

between what record companies are paid and what music publishers are paid is 4:1 in the

mastertone market and 1:1 in the synchronization market, and why it should not be 10:1 in the

market for CDs and digital downloads.

167. Indeed, Dr. Murphy, the Copyright Owners'ebuttal economist, argued precisely

the opposite of what Dr. Landes hypothesized. Dr. Murphy testified that one should not expect a

constant relationship between what record companies are paid for recordings and the mechanical

royalty rate. CO PFF $ 729 ("'A benchmark based on a fixed ratio between the price paid to an

input (songwriters) and the price of the output (recorded music)... is not an appropriate

indicator of market values'" under conditions of falling sales and prices of CDs) (quoting K.
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Murphy WRT at 6, CO Trial Ex. 40). In Dr. Murphy.'s view, the basic premise of Dr. Landes's

argument is simply wrong when applied across all products, for, all times.

B. Ringtones

168. As discussed in Section IV.D of RIAA's Proposed Findings of Fact, the

mastertone benchmark on which Dr. Landes and the Copyright Owners place so much reliance is,

fundamentally flawed for a multitude of reasons. Because they cannot rebut these critiques, the

Copyright Owners resort to sleight of hand.

169. They say, for example, that Dr. Wildman "conceded he has no.expertise" in the

bargaining theory he discussed in his testimony. CQ PFF $ 45 (sting 5/12/08 Tr. 5935-47

(Wildman)). But nowhere in the twelve pages of testimony cited did Dr. Wildman remotely i

make such a concession. To the contrary, the evidence shows that Dr. Wildman has more thaii

sufficient expertise in this area. He explained that bargaining theory and the other criteria for

evaluating the comparability ofbenchmarks "are just derived,frown applying the standard tools of

economic analysis" that an economist "would apply to virtually any market," 5/12/08 Tr. I

5794:18-5795:6 (Wildman), and that bargaining theory in ipaitticiJilar is g "&oo) that economists

will apply without necessarily writing articles on the theory ofbargaining theory." 5/12/08 Tr.

5935:19-21 (Wildman). Over no objection from the Copyright Owners, this Court qualified Dr.

Wildman as an expert in media economics. 5/12/08 Tr. 5779:17-5780:5 (Wildman). Moreover,

Dr. Wildman has presented papers at several conferences applying bargaining theory to the cable

television industry. 5/12/08 Tr. 5935:11-17 (Wildman). The Copyright Owners cannot concede

that Dr. Wildman is an expert economist and then complain that he should not be allowed to,

testify about basic economic principles.
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170. Turning to the merits of Dr. Wildman's testimony about the mastertone

benchmark, the Copyright Owners attempt to take issue with his testimony that the division of

the surplus negotiated for mastertones alone would differ systematically from the division that

f
would likely occur if the parties were negotiating over mechanical rates for all forms o

distribution of sound recordings simultaneously. CO PFF $ 518 (citing Wildman WRT at 29,

RIAA Trial Ex. 87}. But the best they can come up with is the assertion that this testimony lacks

"empirical" support such as testimony from record company executives. CO PFF tt 518. Dr.

Wildman explained in detail why, as a matter of economic theory, it makes no sense "to assume,

as Dr. Landes does, that the observed split of mastertone surplus can be taken as a proxy for the

split of surplus that would be determined by unconstrained negotiations over mechanical rights."

Wildman WRT at 29„RIAA Trial Ex. 87. There is no basis for saying that this theoretical

critique of Dr. Landes's assumption required empirical support.

171. The Copyright Owners go on to claim that Dr. Wildman admitted fatal flaws in

his testimony that the negotiation of the mastertone rates in the NDMAs was affected by the fact

that the publishers were already earning royalties on monophonic and polyphonic ringtones,

which created an opportunity cost they had to consider and added to their leverage. CO PFF

'It 46. But again, no such admission was made. First, the Copyright Owners say that Dr.

Wildman "admitted that such a finding would hinge on a complete, complex analysis of, among

other considerations, the cross-elasticity of demand of the two products—an analysis Dr.

Wildman never performed." CO PFF $ 46 (citing Wildman WRT at 20, RIAA Trial Ex. 87}; CO

PFF $ 521. But what Dr. Wildman actually said was that a more complete analysis would be

needed to quantify "the impact of this opportunity cost on the rate negotiated for mastertones."

He added that "there can be little doubt that the rate publishers were able to negotiate for
e a
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mastertone rights was increased, and probably substantially„by, the credible,theat,to yefqse to

license mastertones and continue to earn profits instead by selling ringtones only." Wildman

WRT at 20, KAA Trial Ex. 87. That is sufficient to undercut use of that rate as a benchmark.

172. The Copyright Owners then make much ofDr. Wildman's testimony that the

opportunity cost of lost monophonic and polyphonic ringtone sales does not mean that the actual

rate negotiated for mastertones had to be higher in absolute terms than the rate for ringtones, if

the publishers anticipated a higher sales volume for mas&egonys.;CO PFF $ 46 (citing 5/12/08

Tr. 5970-72 (Wildman)); CO PFF $ 522. They suggest this concession contradicts Dr..

Wildman's "contention that publishers would have 'de+a+eP a Iii@eriprice.'" CO PFF $ 46.

But there is, of course, no contradiction. Dr. Wildman's testimony was that the publishers would

have demanded a higher price due to the opportunity cost than they would have demanded in the

absence ofsuch a cost. See, e.g., 5/12/08 Tr. 5971:3-8 (Wildman) ("Q. All that it tells you is

that in determining at what rate to license, the rate would have to be high enough to recover the

opportunity costs of foregone monophonic and polyphonic sales„ if any, correct?, A. That is

true."}. Regardless of the absolute amount, this effect is enough to render the mastertone ratq

negotiated in the NDMAs an inappropriate benchmark for setting mechanical rates for situations

in which no opportunity cost would affect the negotiations.

173. Equally unpersuasive is the Copyright Qwpery'ttexpp) to rebut the fact that @e
~

NDMAs were package deals in which the record companies made concessions regarding the

mastertone rate in return for major concessions on other proPuc]s. Cg PFF $$ 523-528. They,

argue that the mastertone rates in the NDMAs are consistent with those in prior stand-.alone,

agreements. CO PFF $ 524. But in fact they pointed to no prior agreement in which a rycoqd
~

company agreed to pay 20% of wholesale or 10% of retail to a music publisher, for, the
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mechanical rights associated with the sale of a mastertone. They point to hundreds of prior

ringtone agreements in which aggregators agreed to pay about 10% of retail for the rights to use

musical compositions. CO PFF $$ 494-497, 501. But those agreements did not involve record

companies or any splitting of royalties between sound recording rights and musical composition

rights. Moreover, as Roger Faxon of EMI MP testified, those direct agreements between

publishers and ringtone/mastertone providers were almost never implemented as to mastertones.

Instead, virtually all licensing of mastertones has been done through the NDMAs. 1/30/08 Tr.

6»:6-16 (Faxon).

174. Similarly, the Copyright Owners prove nothing &om their reliance on two pre-

NDMA agreements in which record companies agreed to seH mastertones on an "all in" basis for

50% of retail. CO PFF $ 501 (citing [ j), Those downstream

agreements do not establish any understanding on the part of the record companies about the

relative value of sound recording and musical works rights for mastertones. The NDMAs were

the first agreements in which record companies and publishers negotiated such a split.

175. The Copyright Owners also point to two post-NDMA standalone agreements in

which record companies agreed to the same mastertone rates set forth in the NDMAs. CO PFF

$ 502. But as Dr. Wildman explained, there is every reason to suppose that, by then, the NDMA

agreements had become such a focal point that one cannot view these post-NDMA agreements as

independent phenomena. 5/12/08 Tr. 5961:12-5962:15 (Wildman). Furthermore, one of the

agreements cited by the Copyright Owners is an agreement between Warner Music Group and

Peer for a total of four musical works, and the agreement states on its face that it is expressly

"non-precedential." See Peer WDT at Ex. 151 at 1 & Schedule A, CO Trial Ex. 13 ("It is

understood that the terms outlined in this License are deemed to be non-precedential; the terms
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shall be inadmissible, and shall not be used to support any argument of law, in any litigation or

arbitration or other proceeding that are of a similar nature or that concern similar issues, rights,

works or materials."). The other of these agreements is an EMI-HFA agreement which has

already been discussed in RIAA's Proposed Findings ofFact. See RIAA PFF $$ 962-963.

176. Focusing on just one of the other products involved with the NDMAs, DualDisc,

the Copyright Owners suggest that concessions were not necessary to allow, sa]e qfDualDipcs

because that product was already on sale by the spring of 2004, before the NDMAs carpe a)ong.

CO PFF $ 525 (citing 2/20/08 Tr. 3977 (Wilcox)). But what Mr. wilcox said was that SONY

BMG was able to rely on controlled composition clauses for limited release of DualDiscs prior to

the NDMAs. It took the NDMAs to make possible release of albums with compositions not

subject to controlled compositions clauses. 2/20/08 Tr., 3977:~12-)978: )8 (Wi)coy). As Mr.

Wilcox testified, the inability to get to the market quickly tsiQ a Pall range of sound recordings... ~
on DualDiscs because of the publishers'efusal to license prior to the NDMAs was.one reason

why DualDisc failed as a commercial product. 2/20/08 Tr. 3960:14-3963:5 (Wilcox).

177. The Copyright Owners point out that the NDMAs were extended.by.three record

companies after DualDisc had failed as a commercial yroPuc&. CO PFP $$ 526-528. But they

fail to note that the NDMAs remained critically important for other's regso@s, particularly with

regard to video products, which were very profitable for the record companies by the time of the

NDMA extensions. 2/20/08 Tr. 4036:15-4037:5 (Wilcox); RIAA PFF $ 951. Indeed, Mr. Faxon

testified that, under the extension, record companies continued to receive, preferentjal terms on

non-mastertone products and that the streaming video music business,had become,very lucrative

for the record companies. 5/14/08 Tr. 6485:17-22 (Faxon) (admitting that the streaming ~video,

business covered by the NDMAs "has become a very~ large hand lucrative business for the record
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companies"). Moreover, the extensions of the NDMAs involved licenses for new rights that had

not previously been licensed. See Faxon WRT at Ex. C at tlat 2, 5 (Term Sheet for Video

between EMI MP and Warner Music Group, dated August 2007), CO Trial Ex. 375 (extending

NDMA and adding terms for user-generated videos). And the NDMA extensions changed the

royalty rate terms for mastertones into interim rates that would be replaced by the decision

ultimately rendered by this Court. CO Trial Ex. 73 at $ 10 (SONY BMG-EMI MP Amendment

to NDMA, dated March 30, 2007).

178. The Copyright Owners dispute the notion that the rnastertone market was viewed

as a fleeting one at the time of the NDMAs. CO PFF ltd 529-530. But the evidence is

unequivocal that the record companies thought this product was a fad that would soon start to

disappear. 2/20/08 Tr, 3959:12-3960:8 (Wilcox). Indeed, the Harry Fox Agency itself, at

precisely the time when the NDMAs were being negotiated in 2005, published a forecast that

mastertone sales would begin declining in 2008. Wildman WRT at RIAA Ex. 103-RR at 7,

RIAA Trial Ex. 87; RIAA PFF tt 920. The Copyright Owners cite data from this forecast for

only the year 2008, without noting that it projected declines starting in 2008 and continuing

down into 2009. CO PFF tt 529. The prospect that this product would soon wither away was

still another reason why the record companies were willing to accept the price demands of the

publishers.

179. Moreover, the claim that mastertone sales are still growing and will continue to

grow in the U.S. through 2012, based on the testimony of Claire Enders, is not to be believed.

See CO PFF t 48 (citing Enders WDT Ex. C at 6, CO Trial Ex. 10); CO PFF $ 530. Ms. Enders

herself reported to her consulting clients in March 2007 that U.S. ringtone sales would grow only

until 2009 and then start to decline. RIAA Trial Ex. 27 at 24. In fact, the evidence shows that
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even this forecast, untainted by the need to support the C[opyright Pwnezs'ase, was wildly,

optimistic. Abundant evidence shows that mastertone spies in this country are,already declining

sharply. RIAA PFF $ 922. Indeed, the music publishers'wn representative, BMI, has reported

that ringtone revenue as a whole has been declining in ey.ch[ of,the laqt- byo ye@.s, ys BMI had

predicted, because lower-priced substitutional products were coming onto the market. Wilgmyn,

WRT at Ex. 101-RP, RIAA Trial Ex. 87.

180. The Copyright Owners attempt to make the mastertone market. seem significant

enough to be a benchmark for the much larger market fpr gale, of,sold recordings. CQ PFF,

$$ 509-513. But the fact remains that mastertones are confined to a small percentage of the
m

tracks sold as dowaloads ([~i] oat of [ ) for EMI, and a smaller percentage of try.cd oq

CDs, RIAA PFF $ 917), and the revenue they produce is tiny compared to other lines ofbysiq.esp

(for UMPG, [ ] in 2006 and [ ] in 2007, RIAA PFF $ 925s). Thus, Copyright Owners

are attempting to use mastertone rates applied to a small number of very valuable, populai spun)

recordings to set rates for CDs and digital downloads for yll pound recordings.,

181. Remarkably, the Copyright Owners even dispute the testimony of the RIA[t[[k !

experts that mastertones are used by consumers for a different purpose than sound recordings

intended for entertainment. CO PFF $ 514 ("Nor is th[erq any eqxpjricpl evidence tq support the

argument that mastertones primarily serve a social 'signaling'unction, unlike other uses of

recorded music.") But economic experts are allowed to rely on common sense, a product's

characteristics, and the products that compete with it jn @awing their conclusions. Slottje ~g
at 19, RIAA Trial Ex. 81. This is such a case.

s RIAA inadvertently stated in its Proposed Findings,of Fact that these figures ([ ] iy 2(06~

and [ ] in 2007) referenced the percentage of ringtone revenue at, Universal Music Group

when, in fact, these numbers reference Universal Music ~Puglistung Group data. See gJAA PFF

$ 925.
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182. Attempting to mitigate the fact that mastertones sell for more than twice the price

of full downloads, the Copyright Owners make two weak points. They say that mobile

downloads are priced more like ringtones. CO PFF $ 515. As an initial matter, this Court

recognized in the SDARS proceeding that, whatever the premium for downloads to cellular

phones (Dr. Ordover's "immediacy" adjustment), that premium appears to be disappearing from

the marketplace. See SDARS Decision, 73 Fed. Reg. at 4093. In any event, downloads on iPods

are just as mobile as mastertones, but are priced much less than a mastertone. There is no reason

to believe that the mechanical rate for mastertones can be applied without adjustment to a

product with such a different retail pricing structure. RIAA PFF $ 907. The Copyright Owners

also say that the price ofdownloads may be suppressed in order to sell more iPods. CO PFF $

516. But even if that were true, it would not rebut the economists'estimony that the two

products have very different supply and demand characteristics. If anything, this claim further

supports the argument that these differences cannot be ignored.

183. Finally, the Copyright Owners dispute Dr. Wildman's testimony that the NDMA

rate is an unreliable benchmark because, for most of the sound recordings being distributed, the

costs ofproduction and marketing were long ago sunk. CO PFF $ 519 (discussing Wildman

WRT at 29, RIAA Trial Ex. 87). Without citation, they claim that this Court has rejected this

argument twice before. CO PFF $ 519. And they claim that Dr. Wildman gave contrary

testimony in Webcasting I. CO PFF $ 519.

184. That is incorrect. What this Court has previously rejected is treating costs as sunk

in setting the price of a particular method of distributing sound recordings that will be created in

the future, such as interactive and non-interactive webcasting. E.g., 8'ebcasting II, 72 Fed. Reg.

24084, 24094 (2007). That was precisely the point Dr. Wildman made in 8'ebcasting I,
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distinguishing that situation from the synch rights marketplace, where negotiations do occui after

costs are sunk. 5/12/08 Tr. 5947:15-5950:11 (Wildman). See RIAA PFF $') 865-876. With

regard to the NDMAs, which were short-teim, first-time blanket licenses, Dr. Wildman made the

point in his testimony that costs were sunk for most of the recordings to which those agreements

applied, and that could have affected the rate negotiated. Wildman WRT at 29, RJAA Trial Ex. i

87. That does not mean he would urge the Court to ignore,costs as sunk in pricing royalties for

mastertones or other forms of delivery of sound recordings going fovvard. Indeed, with respect

to CDs and digital downloads., when the mechanical licgnsg is negotjatqd, record companies have

sunk none of the costs of creating, marketing, and distrjbutling thy single sound recording that

will be the subject of the mechanical licen. e.

185. Even if the NDMAs could provide a valid basis for setting mechanical rates in

this proceeding, it would ruake no sense to base the rates on the 20'/0 of wholesa1le figuxe in the
~

NDMAs. Doing so would. artificially inflate the rate in those markets whe,re the relationship

between wholesale andi retail differs from in the rnastertone market. Thus, even if the Court were

to wholly accept the Copyright Owners'ingtone benchmark, as Roger Faxon agreed,:it would,

make more sense to rely on the 10'/0 of retail figure in;the NPMPs, RIAA PFF '($ 965-966, and

only from that figure make appropriate adjustments downward consistent with the four statutory

factors.

186. In sum., the mastertone benchmark does not even come close to satisfying any

reasonable test of the comparability of a benchmark. This Court spoulld reject it.

C. Synchronization Rights

187. The Copyright Owners have failed to establish that the synchronization rights

market is sufficiently comparable to serve a. a useful benchmark. SD3R,S L~ecision, 73 Fiedi
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a Reg. at 4088 (stating that "comparability is a key issue in gauging the relevance of any proffered

benchmarks" and that "potential benchmarks are confined to a zone of reasonableness that

excludes clearly noncomparable marketplace situations"). While the Copyright Owners rest this

benchmark exclusively.on the theoretical musings of Professor Landes, RIAA presented

marketplace evidence about how the synchronization market actuaBy operates. That evidence

establishes that the synch rights market is decidedly noncomparable to the market for mechanical

rights: it involves different buyers (music supervisors for movies, television shows and

advertisements) buying different rights for different purposes (the rights to use musical works

and sound recordings as secondary featines of audiovisual works}, under circumstances where

the relative leverage of the publishers and record companies is skewed in favor of the publishers

and at a time when the costs that would be taken into account are entirely different than in the

context of mechanical licensing. See RIAA COL tt 61.

188. These basic differences render synchronization rights a completely inapposite

benchmark. It is therefore not surprising that arguments about the equivalency of musical works

and sound recording rights in the synchronization market have not fared well in this Court in

previous proceedings. The Copyright Owners, however, conveniently ignore the fact that this

Court has twice previously rejected the argument that, based on the synchronization rights

market, sound recordings and musical works should be valued the same. See RIAA PFF $ 828;

RIAA COL $ 147. Nor do the Copyright Owners offer any reason for this Court to revisit its

judgment that synchronization rights are not a useful benchmark.

189. The Copyright Owners try to prop up the synchronization rights benchmark by

launching preemptive attacks on some, but not all, of RIAA's critiques. Those attacks are to no

avail. First, in response to Mr. Pascucci's testimony that competition among sound recordings in
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the synch market places clownward pressure on the master use fees that record companies can,

obtain, the Copyright Owners argue that there aire "symmettrical]" competitive pressures on the

prices that can be obtained for musical works. To support this theory, they cite Dr. Landes's

testimony that "'thew songs are so unique that a commercial or movie can use only that song to

convey a particular message.'" CO PFF $ 538, But Dr. La@des's theoretic@1 speculation aPou')

how the market might operate is refuted by RIAA's evidence from a knowledgeable fact wiitness,

about how the market actually does operate: in real life. As Mr. Pascucci explained, music

supervisors for'ovies, television shows and advertisements do m fact often seek to use a

particular song for their project, thereby diminishing a record company's leverage considerably.

See RIAA PFF $$ 851-855. And notwithstanding the Copyright Owners'kepticism about the

threat of re-recordings of songs placing further downward pressure on master use fees that record

companies receive„see CO PFF ') 538, the evidence from the marketplace establishes that thy

threat is real and common.. See IGAA!PFF $t[ 853-855 (credible threats of re-recordings arise

about once a week at Bkino).

190. Second., the Copyright Owners claim that IUAA failed to present "evidence that

record companies would do anything less than seek to~mqxiqxizt," their,share of synchronization

revenue." See CO PFF $ 537. But this assertion is refuted by evidence in the record that record

companies sometimes have other objectives„such as promotion, when they negotiate master use

licenses. Mr. Pascucci, who has direct experience negotiating mechanical licenses and

synch/master use licenses, explained that in negotiating master use licenses, record companies

are sometimes "very focused on maximizing promotional opportunities," and not simply on

maximizing revenue from master use licens:ing. 5/7/08 Tr. 5277:21-5278:2 (Pascucci). fn qthqr

words, a record company may have a strong incentive to issue a master use license, even at a
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reduced price that fails to maximize synchronization revenue, if the television show or movie

will promote CD sales and thus generate other revenue. As Mr, Pascucci explained, master use

licensing can help promote and reignite interest in recordings and is thus "good for sales of the

album." 5/7/08Tr 5303:3-5304:4(Pascucci). See RIAA

PFFFT)

863-864. This is particularly

true for older songs. Mr. Pascucci agreed with Judge Roberts'bservation that in the synch

rights context many of the songs are older and "it's sort of a new life, a new lease on life for

these songs to be licensed to audiovisual works." 5/7/08 Tr. 5309:22-5310:18 (Pascucci)

(quoting Judge Roberts).

191. Furthermore, the Copyright Owners'heory about record companies'eeking only

to maximize revenue in the synchronization market ignores the evidence that for many years

master use licensing "was an ancillary source of revenues" that record companies did not focus

on as much, and "that is part of why perhaps some of the practices that evolved over the last 40

years in this area are different than other parts of the business, because they'e evolved off to the

side." 5/7/08 Tr. 5310:20-5311:14 (Pascucci). See RIAA PFF $ 870.

192. Third, the Copyright Owners appear to dispute the testimony of Dr. Wildman that

the negotiations for synchronization royalties occur long after costs for a particular recording

have been sunk. The Copyright Owners fail to point to any basis in the record to cast doubt on

this straightforward proposition; instead, they merely claim that Dr. Wildman did not conduct an

empirical study. See CO PFF $~

537. But common sense and the evidence demonstrate that Dr.

Wildman is correct: unlike mechanical royalties, synchronization royalties are very often

negotiated after costs have been sunk. As Mr. Pascucci explained, the average age of the songs

for which Rhino issues master use licenses is approximately 20 to 25 years old. 5/7/08 Tr.

5308:11-5309:15 (Pascucci). The costs for recording those songs, of course, were incurred long
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ago, confirming Dr. Wildman's testimony. See RIAA PFF hatt 866-870. Moreover, at thetitne'hat

the original sound recording,is created, it is impossible to predict. whether it will ever earn

synchronization revenues. See RIAA PFF '~f'tt 866-870.

193. Fourth, the Copyright Owners seem to contend that the fact that sound recordings

are just a secondary input in audiovisual works in the synch context (as opposed to the primary

product made available to the public in the mechanicals context) is irrelevant to determining

whether synch rights is an appropriate benchmark. The Copyright Owners again refer to an

alleged failure by RIAA to provide "empiriical evidence" on this point. See-CO PFF $ 540& But

an empirical study is not needed to confirm the basic facts that music is only one input in a

movie or television show, that music typically serves a secondary purpose in movies and

television shows, that consumers do not actually purchase background music in movies and

television shows, and that dernan.d for a recording in the synch market i,s driven in part by a

song's past performance. See RIAA PFF 'P[ 840-848. Nor can there be any serious dispute that,

as Dr. Wildman observed, these facts lead to the conclusion that demand for recordings in'he

synch market is different from consumer demand for recordings ~in the sound recording market—,

a fundamental difference that Dr. Landes and. the Copyright Owners fail to acljust for and that

disqualifies the synch rights market from serving as a benchmark in. thi.s proceeding. See RIAA,

PFF $$ 844-846.

194. Finally., in addition to the discussion above, the Copyright Owners simply ignore

the other reasons that, as the evidence shows, synchronization rights are a poor benchmark. See

RIAA PFF tt 827 (the 50-50 division of royallties is unlike. the split in all markets where

mechanical royalties are paid); '( 843 (budget constraints and competition in the synch/master use

market push down the price for recordings); $$ 849-852 (publishers have more leverage in the
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synch/master use market); $$ 857-859 (music production libraries or other recordings can

substitute for recordings in the synch/master use market); $~$ 860-862 (artists have incentives to

inflate synch payments at the expense of master use payments); $$ 871-872 (the Copyright

Owners synch benchmark would lead to absurd results).

195, In sum, there is overwhelming evidence that the synchronization market is not

comparable to the mechanicals market, and just as this Court held in prior cases, the equivalent

compensation that musical works and sound recordings receive in the synchronization market

provides no useful information for setting a rate in this proceeding.

0. The AHRA

196, The Copyright Owners devote a scant three paragraphs of their findings to their

AHRA benchmark, see CO PFF $~$ 52, 541-542, and with good reason as this so-called

benchmark is utterly irrelevant to the Court" s analysis. The Copyright Owners fail to explain

why a piece of legislation from 1992, as opposed to a marketplace agreement, should be used as

a benchmark or how it is in any way comparable to the market for mechanicals. SDARS

Decision, 73 Fed. Reg. at 4088 (stating that "comparability is a key issue in gauging the

relevance of any proffered benchmarks" and that "potential benchmarks are confined to a zone of

reasonableness that excludes clearly noncomparable marketplace situations"). As RIAA has

previously explained, there are numerous and fundamental ways in which the AHRA is not a

comparable benchmark. See RIAA COL $ 156.

197. The Copyright Owners also completely ignore the AHRA's legislative history

which makes clear that the AHRA's allocation of royalties is the result of a compromise related

to copyright protection technology for digital audio tapes and immunity for device

manufacturers, and was not intended to reflect marketplace rates. See RIAA PFF tttt 873-884.
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198. In support of this benchmark, the Copyright Owners cite little more than some i

vague assertions by Professor Landes about the "economic paralysis of law", as,supporting tbe use,

of legislation as a benchmark, see CO PFF $ 542, but these claims are woefully unclear and fall

far short of explaining why legislation related to a noncomparable market should play any role is

setting the mechanical rate.

K. Dr. Landes Failed to Consider Adjustments &o @is Benchmark Rates and tQe,

One Adjustment He Did Make, He Dig Ixlcoqreqtly.

199. As this Court has held in its two prior cases, a benchmark rate may nonetheless

need to be adjusted in order to set a royalty rate for a different mquk@t. indeed, Dr. Landes

himself recognized the need to make these very adjustments when he calculated the royalty rate

for CDs at a level lower than that for digital downloads; in so doing, Dr. Landes explained that it

was appropriate to reduce the "content pool" to reflect the, investments of record,companies in

manufacturing and distribution. But, without explanation~'g. Lynxes failed to reduce the

content pool to reflect the investments in AkR, marketing and other expenses incurred by record

companies and not by publishers. RIAA PFF Section IV.D.8.

200. As shown by Dr. Wildman, even if one were to accept Dr. Landes's,ringtone

benchmark, which is based fundamentally on a surplus analysis, it would be necessary to make .

significant adjustment to reQect the differences in cost and demand between the two markets,

Dr. Wildman provided two approaches for making such an adjustment, resulting in mechanical

royalties from between 6 and 8.1 cents per track (or equivalent wholesale percentages). RIAA

PFF Section IV.D.S.
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IV. THE COPYRIGHT OWNERS HAVE PAINTED A DISTORTED PICTURE OF

EXISTING AND FORECAST ECONOMIC CONDITIONS.

201. The impression one gets from reading the Copyright Owners'roposed Findings

of Fact is completely at odds with reality in the recorded music industry. The great weight of the

evidence presented at trial demonstrated that the record companies are facing their most difficult

times in memory, while songwriters'ncomes have grown much faster than the rate of inflation

since 2003 and music publishing companies have experienced steady growth and expansion.

A. Songwriters

202. The Copyright Owners repeatedly contend that the songwriters "received barely a

mention" by RIAA in this proceeding, see, e.g., CO PFF $$ 6, 218. That is plainly untrue, as

RIAA presented extensive testimony about the economic conditions, incentives, and relative

contributions of songwriters with respect to the Section 801(b) factors. See, e.g., Slottje WRT at

22-26, RIAA Trial Ex. 81; Wildman WRT at 31-44, RIAA Trial Ex. 87. Moreover, it is ironic

that the Copyright Owners accuse RIAA of ignoring the songwriters in this proceeding given that

RIAA is the only party in this proceeding to offer market benchmarks involving songwriters. See

RIAA PFF Section III.C. Not a single one of the Copyright Owners'enchmarks is an

agreement between a songwriter and another party. Rather, the Copyright Owners only advance

benchmark agreements between music publishers and other corporations. The Copyright

Owners cannot have it both ways, arguing that "songwriters represent the true economic interest

at issue in this dispute," CO PFF $ 6, yet failing to offer any economic benchmark demonstrating

what songwriters agree to receive for their songs in the marketplace. If the true economic

interest at issue in this proceeding is that of songwriters, then the Court should accept the

benchmarks advanced by RIAA and Professor Wildman in this proceeding.
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203. Moreover, the Copyright Owners exaggerate when they say that songwriters

"typically receive 75'/0—and sometimes as much as 95'/o—,of the,mechanical royalties earned

from the exploitation of their musical compositions." CP PFP $ $ 18~ Tpm Senti''s analysis of'he
publisher financials for UMPG, Sony/ATV and ENO MP showed that in 2006, publishers

retained a minimum of [ ) (UMPG) and a maxim~ Pf [ ) (pony/AjTV) of the

mechanical royalties they earned. RIAA PFF at Table g a& pp,. 6(3-(65. That means that, at

most, only about [ ] ofmecbanicai royalties e+ed [n $a)year u ere actuaiiy repaid out by

publishers in the form of royalties 9 And not all of these royalties went to songwriters. As Terri

Santisi explained, some portion of the mechanical roya)ty pay~mepts,shy'n Table B ~is paiP to,

other publishers, either due to subpublishing agreements or catalog administration deals. 5/7/08

Tr. 5206:8-11 (Santisi). Thus, on average, songwriters probably earn well under 70% of

mechanical royalties.

204. In any event, the Copyright Owners'wn testimony demonstrates that the ~

songwriters have had significant success, certainly as compai,ed to record companies, and,eve,

as record sales and record prices continue to decline. Professor Landes concluded that

songwriters'oyalty income, both from mechanical royalties,and total poyalties, increased faster

than the rate of inflation from 2003 to 2006. He also testified that the songwriters who are

actually the "true economic interest" in this proceeding are a relatively small group of

extraordinarily successful writers who, in writing songs t'ai be recorded by, record companies, put

very little at risk yet have a substantial amount to gain.

1. The Myth of the Middle-Class Full-Time Songwriter Who hives op
Mechanical Royalties

& It also means that the Copyright Owners'ccusation that RIAA "instructed" Ms. Santisi to

leave songwriters out of her analysis is not only irrelevant, but it is also false. See Co PfiF
~

$ 768.
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205. The Copyright Owners'roposed Findings of Fact center on the need to increase

the compensation of a typical middle-class, full-time songwriter who lives and depends on

mechanical royalties to make a living. That person is a myth. Even the writer witnesses that the

Copyright Owners presented at trial did not hold true to this stereotype—they were performers

with either current or multiple past record deals (Sharp, Shaw, and Galdston), trade association

executives (Carnes, Bogard), and a classical composer who makes his living primarily from

connnissions, not mechanical royalties (Paulus). See RIAA PFF $ 81.

206. Testimony from music publishing executives confirmed that full-time songwriters

are quite rare. Their testimony was that 90% of songwriters on their current rosters are either

singer-songwriters or producer-songwriters, not pure full-time songwriters. See RIAA PFF $ 81

(citing testimony from, among others, Firth, Robinson, and Peer). The Copyright Owners

attempted to back away from this testimony in their Proposed Findings of Fact, dramatically

understating the phenomenon. CO PFF tt 224 ("Sometimes, songwriters participate in other

aspects of the music industry to make a living."), Yet the unrebutted testimony of their own

witnesses is that the vast majority of songwriters are not pure songwriters, but rather are singer-

songwriters and producer-songwriters who participate in multiple aspects of the music business.

207. The notion of a full-time, middle-class songwriter is also a myth for an additional

reason: successful songwriters are earning incomes that place them well above anything that

could be described as "middle-class," while unsuccessful songwriters generally are earning very

little. The evidence showed when a songwriter is successful, he or she receives astronomical

amounts of mechanical royalties, on top of performance and synchronization royalties and in

addition to separate royalties earned as a recording artist (for the singer-songwriters) and as

producer fees (for the producer-songwriters). In Professor Landes's songwriter study, the top I
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percent of songwriters (about 95 out of a list of about 9,500 in the dataset studied') earned about

halfof the total mechanical earnings of the profession each year. 5/20/08 Tr. 7338:4-10

(Landes). The earnings of this top 1% all exceeded $449,000—often reaching the many millions

of dollars per year. 5/20/08 Tr. 7337:10-7338:,3, 7346: 1'7-20 (Latides). And even these earnirigs

were understated significantly by Dr. Landes for numerous reasons brought out at trial. See

RIAA PFF $$j
533 538.

208. The myth of the full-time, middle class songwriter who depends on mechanical

royalties for a living is also fictional because the number olf w6telrs 4h6 actually depend entirely

on mechanical royalties for a living is close to zero. Professor Landes conceded that "the vast

majority ofpeople are earning less than $ 10,000" in tota/ royalties per year, much less

mechanical royalties, and most of them are earning much less than $ 10,000. 5/20/08 Tr. 7348:5

(Landes); Landes WRT $ 18, CO Trial Ex.. 406. Amon'g the apptoximately 9,,500 songwriters he

studied, 5,179 (or approximately S4%) averaged about $ 150 or $200 in annual mechanical

income over the period 2000-2007. 5/20/08 I'r. 7338:11-7341:5,(Landes)„Landes WRT $ 16,

CO Trial Ex. 406. Certainly, these writers do not depend on mechanical royalties for a living.

Professor Landes conceded that these individuals are presumably earning their income from

other endeavors. See Landes WRT at 10 n.13, CO Trial Ex. 406.'0 It would be a perverse

&0 Professor Landes attempted to depict a larger percentage of writers as dependent on

mechanical royalties in Figures 8 and 9 of his written rebuttal. testimony, but this data is virtually

meaningless. As Judge Roberts pointed out, while the largest group represented in Figure 8 i.s

the group of writers for whom mechanical royalties represent 95-100% of royalties earned, the

second-largest group is those writers for whom mechanical royalties represent 0-5% of royalties

earned. S/19/08 Tr. 7227:3-7230:2 (Landes),. Thus, Professor Landes testified that a writer

earning less than $2.00 in total royalties could as easily be placed in the 95-100% column, as,the,

0-5% column, dependi.ng on whether the $2.00 in total royalties happened to be mechanical

royalties {in which case the writer would land in the 95-100% column) or performance rotyalties

(in which case the writer would land in the 0-5% column). 5/19/08 Tr, 7227;3-7230:2 (Landes)i
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interpretation of the g 801(b) factors—particularly the second factor requiring "fair"

compensation—to increase the mechanical rate in order to guarantee a higher level of

compensation to these songwriters, who are empirically unsuccessful at writing songs that appeal

to consumers and thus have learned to earn their income elsewhere.

209. The arguments of the Copyright Owners with respect to songwriters are thus

dependent on fiction. They argue that the mechanical rate should be increased so that this

nonexistent average songwriter may lead a comfortable middle class existence solely earning

mechanical royalties. That is an impossible goal, given the way the songwriter market functions,

and one that finds no support in the evidentiary record or the statutory factors.

2. Songwriter Income Is Increasing, Not Decreasing.

210. Even if one were to accept for the sake ofargument the view that songwriter

income should govern the rate set in this proceeding, the evidence suggests that songwriter

income has grown steadily over the past five years even as record sales and record prices have

declined. Although the Copyright Owners would like to argue that songwriters'oyalty income

is decreasing, their own evidence indicates that is not the case. In his rebuttal testimony,

Professor Landes presented a songwriter study. Notwithstanding numerous substantial and

systemic methodological flaws which resulted in the understating of writer income over the

period in question, see RIAA PFF $$ 533-538, that study demonstrated that songwriter royalty

income has increased faster than the rate of inflation in every year since the year 2003.

211. Figure 2a of Professor Landes's songwriter study demonstrates that for the full

songwriter sample analyzed in his study, average mechanical royalty income increasedfaster

than the rate ofinflation in every year since the year 2003. Landes WRT at Fig. 2a, CO Trial

In either scenario, however, the writer in question is certainly not depending on $2.00 in total

royalties earned for his or her living.
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 RPFF Figure I - RESTRICTED

See RIAA PFF Figure 54 (Landes ART at Figure 4a, CO Trial Ex. 406). In no sense whatsoever

does this Figure depict a trend of falling total income, notwithstanding the Copyright Owners"

attempts to portray it as such. Importantly, Dr. Landes's figure represents 2007 dollars, so a

horizontal line would reflect stable growth at the rate of the increase in the CPI, and the growth

depicted substantially outpaces inflation since the year 2003.

212. The Copyright Owners devote a section of their Proposed Findings of Fact to the

fact that piracy has harmed songwriters (though they do not attempt to quantify this harm). See

CO PFF $$ 236-240. That songwriter income has increased faster than inflation, even in the face

of the harm caused by music piracy, is truly astonishing.

85



PUBLIC VERSION

213. The Copyright Owners focus in their Proposed Findings ofFact on the data froxa

a subgroup of Professor Landes's full songwriter sample, but present no reason why this

subgroup is more representative of the compensation ofison~rityrs jn general than the full

songwriter sample. Nor did Professor Landes testify to that effect at trial. In fact, it is quite

evident that this subgroup is less representative since the songwriter subgroup does not include

the top 1 percent of songwriters, even though this group earned about half of the total income

earned by all the songwriters in the study. 5/20/08 Tr. 7338:4il0i (Landes). If the parties earning

the most mechanical royalties are the "true economic interest at issue," as asserted by the;

Copyright Owners in their own Proposed Findings of Fact, see CO PFF $ 6, then excluding the

songwriters who earn halfof the total income at issue results in a less accurate depiction of that

economic interest than results from including them. And, @s has, already been explained, the

earnings trend of songwriters, when the highest earners are included, is one of consistently, rising

royalty income since 2003.

3. The Pact That Songwriters Voluntarily Agree to Controlled
Composition Clauses Is Not a Valid Basis for a Rate Increase.

214. The Copyright Owners argue that songwriters'echani,cal royalties are declining

—and that the rate should be increased—because of "the increased use by record companies of:

controlled composition clauses." CO PFF $ 235; see also CO PFF Section IV.C.2(b). Yet

controlled composition clauses are elements ofvoluntarily negotiated agreements between record,

companies and singer-songwriters. Throughout this proceeding~ the Gopyright Qwners have,

ignored the fact that these clauses are not "imposed on" writers by record, companies. Rather,

they are contained in agreements negotiated and signed voluntarily, by, s~ger;songwritersi See i

CO PFF $ 243 (citing songwriter testimony that controlled composition clauses;are; negotiations

between record companies and songwriters). Moreover, the increased use of such clauses simply
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reflects the urgent need of record companies to reduce their mechanical royalty burden in the

face of declining revenues and prices."

215. In fact, although the Copyright Owners cite testimony from certain of their

songwriter witnesses who agreed to controlled composition clauses, they omit from their

Proposed Findings ofFact the testimony of another of their songwriter witnesses, Phil Galdston,

who testified that he was able to resist the signing of a controlled composition clause. 1/30/08 Tr.

800:1I-13 (Galdston) (testifying that he himself has been able to resist them). They also omit

the testimony of the President of the NMPA, David Israelite, who testified that "when an artist

reaches a certain level, that a few of them do have the power to reject" controlled composition

clauses. 2/5/08 Tr. 1450:21-1451:10 (Israelite). Thus it is simply incorrect for the Copyright

Owners to suggest in their Proposed Findings that songwriters "lack any real alternative to

accepting controlled rates." CO PFF $ 249.

216. Moreover, the Copyright Owners have not presented any legal argument in this

proceeding that controlled composition clauses or artist contracts are contracts of adhesion, nor

would such an argument succeed. See, e.g., Reznor v. J. Artist Management, Inc., 365 F. Supp.

2d 565, 577 (S.D.N.Y. 2005) (in challenge by rock star Trent Reznor, court held: "While it is

possible that Reznor could have commanded more favorable terms had he driven a tougher

bargain, there is no admissible evidence that the objected-to provisions in the management

agreement were unusual for the industry, let alone that they violated any public policy. Indeed,

all indications are that Toorock provided a contract in which most provisions were standard. On

the basis of this record, no reasonable court could find these provisions unconscionable as a

" DiMA's arguments concerning the relevance of controlled composition clauses merely attack
the Copyright Owners'rguments that controlled composition clauses provide a justification for
raising the rates and have no bearing on the relevance of controlled composition clauses as a

benchmark. DiMA PFF 'lJ$ 261-264.
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matter of law."). And, in any event, as Chief Judge Sledge observed, any argument that artist

contracts are contracts of adhesion is simply irrelevant to this proceeding. 2/5(08 Tr. 1419:2-5,

1420:9-12 (explaining that that is "a contractual matter" which is "for others than us").

Certainly, recording contracts with controlled composition, clauses are @o more contracts of

adhesion than the contracts music publishers sign with songwriters thati contain numerous

protections for the publishers. See RIAA PFF Section II.H.3.c.

217. To the extent the Copyright Owners are seeking an increase in the mechanical rate

due to the increasing frequency of controlled composition iclauses, they, are seeking a rate

increase due to marketplace agreements they themselvels heel signe4'. In essence, the Copyright,

Owners are asking the Court to save songwriters f'rom themselves. See CO PFF Section

IV.C.2.(b); CO PFF $ 249. Nothing in the factors set forth in Section 801(b) permits this

demand that the Judges not only ignore marketplace agreements, but in fact counteract those,

agreements by increasing the mechanical rate to compensate fori voluntary discounts agreed to by

the Copyright Owners.

218. Moreover, to the extent that controlled composition clauses have become more

prevalent, that increasing prevalence merely indicates the,market value of songs. in a time when

mechanical rates were increasing pursuant to the 1997 Agreement. As the Copyright Owners

themselves explain, songwriters who sign these agreements receive "often significantly lower

than 9.1 cents per song." CO PFF $ 243. To the extent that songs are,earning less in the market

than was assumed when the 1997 agreement was signed, thei increasing prevalence of controlled

composition clauses warrants a decrease in the mechanical rate,: not an increase, St.e RIAA PFF

Sections III.B.3 k IILC.
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219. Finally, to the extent that controlled composition clauses reduce songwriter

compensation, this will become less frequent as more music is sold digitally. See RIAA PFF ~jg~

1102, 1124. The Copyright Owners suggest to the contrary, citing one record company witness's

testimony that for DPDs released pursuant to artist agreements that post-date June 22, 1995, her

company pays the full statutory mechanical rate on net sales, instead of on gross sales. CO PFF

$$ 10, 253-256. There is no evidence in the record about how frequently other record

companies'greements permit payment on a net-sales basis, or how frequently such contractual

language is applied.

220. Although the Copyright Owners suggest that payment on a net-sales basis may

contravene Section 115(c)(3)(E), CO PFF $ 255„ that issue is totally irrelevant here. Whether

mechanical royalties for past-1995 DPDs may or may not be paid on a net-sales basis pursuant to

voluntary agreements should have no effect on this Court's setting of a statutory mechanical rate,

221. In any event, it does not appear that payment on a net-sales basis contravenes any

statutory requirement. For pre-1995 and post-1995 DPDs alike, SONY BMG sometimes reduces

the number of units for which it pays the full statutory mechanical royalty rate by paying

royalties on net sales instead of gross sales. This reduces the number of units for which SONY

BMG pays mechanical royalties by about 15%. 5/12/08 Tr. 5736:14-17 (A. Finkelstein) ("So

this would define the unit base on which we pay, which is one of the terms that we understand to

still be available to us."). When SONY BMG pays mechanical royalties on net sales instead of

gross sales for DPDs that are the subject ofpost-June 22, 1995 recording agreements, it still pays

the full statutory mechanical rate as required by Section 115(c}(3)(E). See 5/12/08 Tr. 5735;4-6

(A. Finkelstein) ("Well, we'e paying on the rates that are the statutory rates, we'e paying on the

lower units as allowed under the agreement.").
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222. Section 115(c)(3)(E) does not, by its terms, prohibit limiting the number ofunits

upon which mechanical royalties are paid for post-1995'PDsi. Nor does it bar application'of all'spectsof controlled composition clauses for post-1995'PDS. Rather, it provides that statutory'oyaltyrates trump the royalty rates contained in controlletIl composition clauses in recording

contracts entered into after June 22, 1995: "royalty rates determined ipursuant to subparagraph

(C) and (D) [of Section 115] shall be given effect as to digital phonorecord deliveries ig. lieu af

any contrary royalty rates specified in a contract." 17 U.S.C. $ 115(c)(3)(E). This provision thus

does not prevent a record company from enforcing non-.rate provisions of controlled composition,

clauses for tracks that are the subject of post-1995 recording contracts.: See, e.g., 5/12/08 Tr..

5732:12-21 (A. Finkelstein) (explaining that for post-1995 DPDs, terms of controlled .

composition clauses such as audit rights remain in etffeht). I

223. The payment of mechanical royalties on a net-sales basis was not included in .

SONY-BMG's contracts to make an end-run around Section 115(c)(3)(E), As Ms. Finkelstein

explained, "This is not a new provision in the agreement, this has been in the.agreements for I

about 25 years." 5/12/08 Tr. 5736:12-14 (A. Finkelstein).'24.

Nor does payment on a net-sales basis "contradict Ms. Finkelstein's prior .

testimony in this proceeding," as the Copyright Owners suggest. CO PFF tr 256. Ms.

Finkelstein correctly and consistently testified that for post-1995 DPDs, SONY BMG loses the

benefits of reduced rates in controlled composition clauses. For DPDs that are the subject of a

pre-1995 recording agreement, SONY BMG: (a) may pay a controlled mechanical rate that is

75% of the statutory rate; (b) may cap the number of songs for which it pays mechanical,

royalties; and (c) may pay mechanical royalties on rieti sales (i85'Y0 of gross sales). By contrast,

for DPDs that are the subject of a post-1995 recording agreement, SONY-BMG: (a) may pay
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100% of the statutory mechanical rate; (b) may not cap the number of songs for which it pays

mechanical royalties; and (c) may pay mechanical royalties on net sales (85% of gross sales).

5/12/08 Tr. 5737:1-5738:1 (A. Finkelstein) {answering "yes" to Judge Roberts'uestions

whether (1) SONY BMG used the contractual provision to pay royalties on 85 percent of gross

sales and the reduced rate provision of the controlled composition clause prior to 1995, and (2)

after 1995 SONY BMG still uses the provision to pay royalties on 85 percent of gross sales, but

does not use the reduced rate provision of the controlled composition clause). Thus, pursuant to

Section 115(c){3)(5), SONY BMG still makes a much larger mechanical royalty payment for a

post-1995 DPD than for a pre-1995 DPD, since the effects of the 25% discount and cap dwarf

the 15% net sales deduction.

4. The Fact That Songwriters Voluntarily Agree to Share Royalties with
Co-Writers and Music Publishers Is Not a Valid Basis for a Rate
Increase.

225. The Copyright Owners also suggest that songwriters deserve a rate increase

because the amount they receive in mechanical royalties is reduced when songwriters co-write

with other songwriters or artists. CO PFF $ 243. This is yet another example of the Copyright

Owners asking the Court to save the songwriters from themselves. Songwriters voluntarily co-

write with other writers. It is a choice that songwriters make in the marketplace. 1/28/08 Tr.

217:1-218:1 (Carnes) (explaining that "the marketplace reality" is to co-write); 1/31/08 Tr.

881:16-882:6 (Sharp) (explaining her voluntary decision to co-write with other songwriters).

There is nothing in Section 115 or in the Section 801(b) factors justifying an increase in the

mechanical rate based on songwriters'wn decisions to share royalties with other songwriters.

226. Moreover, the Copyright Owners suggest that songwriter compensation should be

increased because songwriters earn less after the music publishing companies take their share of
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the royalties from songwriters. See, e.g., CO PFF $ 232 (stating that, a song that goes platinum

"may generate only about $20,000 in mechanical royalties.for. a songwriter after co-writers and

publishers receive their shares"). As with co-writers, how the music publishers and songwriters

choose to carve up mechanical royalties earned by a song is irrelevant to the rate set under the

Section 801(b) factors. Moreover, there is no assurance that if the mechanical rate were

increased, music publishers would not simply capture a larger share ofmechanical royalty

payments rather than share them with songwriters. In short, the fact that songwriters may.share

mechanical royalties with other writers or with music publishing companies is not a valid basis.:

for seeking an increase in the mechanical royalty rate.

5. The Copyright Owners'epeated Suggestions That Songwrite& Ea&
Little Mechanical Royalties Are Belied by the Fact That Songwi itctrs I

Receive Substantial Advances on their Royalties.

227. The Copyright Owners make much of the fact that the songwriter. witnesses in this

proceeding repeatedly testified that they received "only" a certain amount ofmechanical i

royalties for a hit song. See CO PFF $ 232. For example, Maia Sharp testified that she received

"only" $ 12,000 for a hit song that sold over six milHon copies. She explained that she received

"only" $ 12,000 in part because she had to share royalties with her music publisher and her co-

writer (who happened to be her father). Id.; Sharp W.DT at 5-6,,CO Trial.Ex. 6. But she failed to

explain that she received "only" $ 12,000 in mechanical royalties because she already received

substantial advances on the mechanical royalties earned by the song. Most of the royalties to

which she would otherwise have been entitled went to; recoup the advances. This was.a common .

tactic used by the Copyright Owners at trial—to make it seem as though a song earned lower

mechanical royalties by obscuring the fact that the,writer,was prepaid substantial mechanical
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royalties in the form of an advance. See also Bogard WDT at 9-10, CO Trial Ex. 2; Carnes

V/DT at 5-6, CO Trial Ex. l.

B. Record Companies

228. Throughout their proposed findings, the Copyright Owners repeatedly tell this

Court that the current industry downturn is over and that the future will be nothing but smooth

sailing for the record cornpames. But the evidence contradicts the Copyright Owners at every

The Copyright Owners contend that the current downturn in the music industry is

just like every other cycle of technological change in the past—but the evidence
shows that the transition to digital has been far more difficult and continues to

carry far more perils than the switch to CDs in the 1980s, or the transition to
cassettes before that.

The Copyright Owners argue that record companies are unable to control their
costs—but the evidence shows that they have brought down expenditures in every
single category except the one that is set by this Court, namely mechanical
royalties.

The Copyright Owners argue that record company profit margins are on the rise-
but the evidence shows that this is fahe and that profit margins, after a smaH rise
in 2004 and 2005, are now falling once again.

The Copyright Owners argue that digital distribution of music is cost-fic and wiH

improve the record companies'ortunes—but the evidence shows that digital
sales are unable to make up the loss in revenues fiom the decline in physical, and
they bring in less revenues and lower profits that anyone in or out of the industry
had predicted.

229. ln short, despite the Copyright Owners'allacious claim that "all is weH" for the

record companies, the truth is that all is decidedly not well today, and is not likely to be welf for

many years in this industry. The evidence of this, to which the Copyright Owners simply turn a

blind eye, is overwhelming.
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I. Contrary to the Copyright Owners'Assertions, the Current Downturn'n
the Music Industry Is Fundamentally Different from Prior Industry

Cycles.

230. The Copyright Owners'istorted picture of the financial situation of the record

coxnpanies begins with their description of historic trends in the business. In an apparent effbrt

to show that conditions wilE soon improve for the record industry, the Copyright Owners note

that "[t]he recorded music industry historically has undergone cyc:lical growth and profitability."

CO PFF «j 356. The Copyright Owners then discuss thei two periods of rapid growth in the

industry since 1969, each ofwhich was driven by a new format and new, technolo@'. CO PFF «j$j

357-361.

231. But the fact that the iintroduction ofnew teclmologies has been a boon iin the past

only proves RIAA's point, which is that the current period jis unlike anything that has happened

before. As RIAA demonstrated in its proposed findings~, the hi~storic trend was that. when an

older format was in decline, a newer format was already on the rise and more than made up for

the loss of older-format sales., That is what marked the transition &on LPs to cassettes, and from

cassettes to CDs. See RIAA PFF Wi~t 232-233 Er, PFF Figure 13.

232. But that is, of course„not what is happening today. As~ RIAA showed in its

proposed findings, thanks to rampant music piracy and the ease with which CD tracks canbe'ripped"

onto portable music players, the growth .in digital sales has not even come close to

offsetting the drastic decline in CD sales. MAA PFF $ 234. All of this is taking place at a time

of rapidly dropping retail prices—something completely contrary to the histcrica1 pattern, as

even the Copyright OwIlcrs purported «xpert adrmttcd. RIAA PFF:~ 239; 2/6 08 Tl. 1853:21-

1854:4 (H.!vfurphy) ('Q: So certainly, with respect to what tve'~vc tech hapl:n in the digital '
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marketplace so far, the transition to digital has not allowed for higher prices, as in the case with

past technological changes, right'? A: Correct").

233. Thus, whi1e new formats have usually been a boon to the record industry, that is

certainly not the case today and for the foreseeable future. To the contrary, the transition to

digital distribution ofmusic, quite unlike prior format transitions, has been devastating to the

industry. This is not business as usual, and the Copyright Owners are disingenuous to suggest

that it is.

2. The Copyright O&ners'alse Portrayal of Record Company
Expenditures Cannot Hide the Fact That Mechanical Royalties Are
the Only Cost That the Record Companies Have Seen Unable to Cut.

234. The Copyright Owners suggest that record company costs continue to rise, with

the exception of manufacturing and distribution. CO PFF $ 421. But they have to contrive a

misleading blend ofmeasurements in order to support this assertion—varying between absolute

and percentage measures, between overall and unit costs, and between different timeframes.

Thus, for overhead the Copyright Owners discuss absolute costs for the period 1999 to 2003 and

unit costs for 1999 to 2006; for artist royalties they discuss percentage ofnet sales revenue for

1991 to 2006; for mechanical royalties they discuss percentage of total revenue (not net sales

revenue) from 1991 to 2001; for marketing they discuss percentage ofnet sales revenues for

1991 to 2006; and for advances and recording costs they combine absolute costs from 1991 to

2003 with percentage of total revenue (not net sales revenue) for 1991 to 2006. CO PFF &j~q 422-

437.

235. But no matter how they try to avoid them, the plain facts are these: as RIAA has

already amply demonstrated in its findings, see RIAA PFF Section II.E.l.c, since 1999 (the year

that record sales peaked before the current industry downturn and when the statutory rate was 7.1
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cents) the actual dollars spent by the record companies has, fallen,in every single category except

mechanical royalties. Thus, as Figure 1 to Bruce Benson's. report showed (reproduced below as

RIAA RPFF Figure 2}, between 1999 and 2006 artist royalties have fallen from $ 1,228 miBion to

$ 1,104 million; advances and recording have fallen from $412 million to $246, million;

marketing has fallen from $ 1,094 tnillion to $824 million; manufacturing has fallen from $7:1 3:

million to $511 million; distribution has fallen from $816 million;to $563 million, and overhead

has fallen from $ 1,289 million to $ 1,241 million. By contrast,I mechanical royalties climbed

fro?n 5512 million to $547 million during the same time period:

RPFF Figure 2
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Benson WRT at 8 8t, Fig. 1, RIAA Trial Ex. 82; PFF Figure 8.

236. The result is that for the major labels, mekhahickl rbyaltie4 hlvc!take 6p al lattgerI

and larger share of their net sales revenue—rising from 8.7% of revenue in 1999 to 11,5"/o of

sales revenue (a proportional increase of 32/o) in 2006. Benson %RTi at il 8 8t. Figure $a, RlAA .

Trial Ex. 82. Even if you calculate this as the Copyright Owners do, as a percentage of overall
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(rather than net sales) revenue, the result is the same. As simple calculations based on RIAA

RPFF Figure 1 show, mechanical royalties were 7.95% of total revenues in 1999 and 10.25% of

total revenues in 2006—a proportionate rise of29%.'38.

Thus, contrary to the contorted financial picture contrived by the Copyright

Owners, the record is clear: mechanical royalties are the only expense that the record companies

have not been able to cut.

3. The Copyright Owners Present a Distorted And Inaccurate View of

Record Company Profit Margins.

a. The Record Companies'estructurings Have Already
Absorbed Every Penny of the Record Companies'aper
Profits to Date, and They Are Still Not Finished.

239. The Copyright Owners'iscussion ofprofit margins ignores a critical point made

by RIAA in its proposed findings: whatever profits the record companies have managed to eke

out in recent years have been entirely wiped out by the massive expenditures the record

companies have had to make on corporate restructurmgs. See generally RIAA PFF Section

II.E.l.c.l. The Copyright Owners have no answer to this claim.

240. Indeed, Ms. Murphy's own calculations showed that from 2001 to 2005 alone, the

major labels spent at least $2.7 billion on restructuring costs—more than the $2.1 billion profits

that she calculated the record companies earned during this time period. 2/6/08 Tr. 1879:3-

1880:21 (H. Murphy). Moreover, the 2001-2005 restructuring costs are even sufficient to wipe

out the major's year 2006 profits as well. As Bruce Benson calculated, the major labels earned a

total of $300 million in profits in 2006. Benson WRT at 8 8r, Figure 1, RIAA Trial Ex. 82.

As RIAA pointed out in its proposed findings, artist royalties and overhead also increased as a

percentage ofnet sales revenues during the 1999-2006 period, simply because these costs did not

decline as fast as revenues did. RIAA PFF $ 217. But mechanical royalties are the only category

of cost that increased in absolute terms over that time period.
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Adding that to the profits calculated by Ms. Murphy for. the years 2001-2005, one still does not

reach a figure that equals the labels'estructuring expenses for the five-year period she

examined.

241. As Ms. Murphy herself admitted, the $2!7 blillibn in &sttucturitig lchWrges that she

calculated are only part of the picture. See H. Murphy WDT at 1,7, CO,Trial Ex.. 15. (since'her

initial report of November 2006, "the US majors have continued to announce restructuring

charges."); 2/6/08 Tr. 1884:14-17 (H. Murphy) (Februairy 2008 trial~ testimony agreeing that ",the

restructuring actually is continuing for some record companies"). In fact, thanks to the

continuing bane ofpiracy and the increasing pressure caused by mounting mechanical royalty

rates, the record companies'estructurings are still ongoing. For example, Colin Finkelstein

testified that although EMI Music underwent restructurings in 2001, 2003, 2005. and 2007,

2/13/08 Tr. 3128:15-22 (C. Finkelstein), even more restructurings are planned. Mr. Finkelstein:

explained that the new owner of the EMI Group has announced that EMI plans "another round of .

cost-cutting" as well as a reduction of2,000 further employees (1/3 ofEMI's recorded music

staff) around the world. 2/13/08 Tr. 3130:3-17 (C. Finkelstein). Similarly, Warner Music also,

engaged in another restructuring as recently as 2007—ene that cosh it roughly $63 to $65 million

and left many people without jobs. 2/6/08 Tr. 1890:11-1892:4 (H. Murphy).

242. Even ifyou take Ms. Murphy's 2006 figures On their face, rather than Mr. i

Benson's, they show a profit of [ ] for Universal, [: ] for EMI,

[ ] for Warner, and [ ] for Sony BMG. H. Murphy WDT at Ex. 4A, CO

Trial Ex. 15. Adding those figures to the $2.1 billion in pro6t that 54sL Murphy calculated for

2001-2005 yields a total profit for the 2001-2006 period of $2.9.:billion—only slightly, more than

the $2.7 billion in restructuring expenses that the record companies incurred Rom 200'1-2005
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alone. And as noted above, even Ms. Murphy admits that record company restructurings

continued until well beyond 2005.

243. Finally, it should be noted that the costs of these constant restructurings is not just

an economic burden to the record companies; it has a very real human toll as well, Between

2001 and 2005, the major record companies had reduced the headcount in their domestic

operations from 13,449 down to 8,479—a nearly 40% cut. RIAA PFF $ 202. This reduction in

"headcount" means, in simple terms, that peopl.e got fired. 2/6/08 Tr. 1860:8-1861:14 (H.

Murphy}. The Copyright Owners have not hesitated to make this Court aware of the supposed

economic suffering of songwriters today—claims that are overstated at best—but they have been

silent about the very real economic harm that has been done to 5,000 former employees of the

record companies who lost their jobs, their benefits, their sources of income, and their

opportunities to have a career in the music industry as a result of the current industry decline.

b. Record Company Profit Margins Are Falling, Not Rising.

244. The Copyright Owners contend that "the record companies have been enjoying

record profits in recent years." CO PFF $ 438. That argument not only ignores the record

company restructuring costs, but also fails to account for the indisputable fact that the apparent

upturn in record company profits that record companies experienced in 2004 and 2005 was only

a temporary event, since reversed by the continuing decline in revenues.

245. As the data from Bruce Benson shows, steadily declining wholesale revenues over

the 1999-2003 period took their toll on record company profits, driving them from 5.9% in 1999

down to 3.4% in 2001 and 4.0% in 2002 before those profits hit negative territory, at -0.4%, in

2003. Benson %RT at 8 k Figure 1, RIAA Trial Ex. 82. In 2004 and 2005, by contrast, the

record companies enjoyed a brief respite, experiencing a sustained, albeit mild, period of growth
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in their overall revenues (from a disastrous 2003), Because the record companies were at that

point midway through a wrenching series of restructurings—one in which they had cut artist

rosters to the bone, outsourced much of their manufacturing and distribution, reduced their,

marketing expenditures, and initiated a series of firings that would eventually cover nearly one

half of their workforce—the sudden influx of additional revenue, not surprisingly, resulted in'wo
relatively profitable years in 2004 and 2005. See Benson Wl&T at 8 k Figure 1., MAA Trial

Ex. 82 (showing profits of 7 0% in 2004 and 8.5% in 2005). But in 2006, industry sales turned

down once again—and just as quickly, so too did. profits. Thus, as total record company

revenues fell from $5,850 million to $S,336 million, profit margins fell as well, from 8.S% in

2005 to 5.6% in 2006.

246, The recent trends in record company profits that are shorn by Mr. Benson's

figures simply reflect a broader economic truth in the record industry. Basic economic principles

dictate, and recent history bears out, that in an era of declining revenues the record companies

can keep afloat only by continuing to restructure their operations and making further cuts in their

expenditures. This is not the .kind of environment in which the record conipanies are likely t6

earn signiflcant profit margins, and indeed. that is why their margins were extremely low~

indeed in one year collectively negative—during the most recent years of industry downh:zn.

But this also explains why record coinpany proflifs on dn alggkegkte bas'is are likely to rem&~in low

in the future as well. R.evenues continued to decline in 2007 and the first quarter of 2008, and

are expected continue to decline for at least several more years. iRIAA PFF Section II.E. l,.d.vi.,

Thus, with every continuing decline in revenues., the record companies face little choice but to

continue to restructure their operations and cut costs even further. In that kind of environinent,

the likelihood of sizeable profit margins for the industry i slim to none.
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247. The Copyright Owners raise three different objections to Mr. Benson's profit

margin calculations, but none is persuasive. The Copyright Owners first cherry-pick several of

the financial margin figures from their witness, Helen Murphy, to suggest that profit margins are

in fact on the rise. CO PFF gtt 442-446. Second, they criticize Mr. Benson for adding additional

manufacturing and distribution expenses to the calculation ofMs. McLaughlin, thus reducing the

profits of the record companies. CO PFF $'ll 449-553. Third, they criticize him for not taking

into account the financial results of the majors'istribution companies. CO $ 454.

248. It is easiest to take these criticisms in reverse order, as the answer to the third

largely addresses the first two as welL The Copyright Owners'ontention on this score revolves

essentially around the profit and loss statements of one major record company, Universal Music

Group. Relying on CO Trial Exhibit 264, a P8rL which shows separately the profits of

Universal's label and distribution operations for the years 2004-2006, the Copyright Owners

argue that instead ofusing the label profit figures shown on this document, Mr. Benson should

have used the overall profit figures shown for the label and distribution operations together. CO

PFF $ 454. But this runs counter to logic and economic theory. As Linda McLaughlin

explained, the manufacturing and distribution arms of the record companies are independent

operations that manufacture and distribute CDs, videos, and other products not only on behalf of

their own label, but on behalf ofother labels as well. 2/13/08 Tr. 3062:22-3063:10

(McLaughlin). It would make no more sense to count these profits than it would to count the

profits of Universal's publishing arm, UMPG. In either case, the profits that Universal earns

from these activities have nothing to do with the business ofUniversal labels, which is the

recording, marketing, and distributing ofUniversal sound recordings and which should be the

proper focus here. 2/13/08 Tr. 3096:2-4 (McLaughlin).
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249. This analysis of the Universal figures also fully answers the CopyrightOwners'econd

objection, which. centers around their selective use of data from Helen Murphy's report,

see CO PFF 1[) 442-446. Setting aside Universal for the moments the figures presented by Helen

Murphy are fully consistent with the profit margin trend shown above. As the Copyright Owners

acknowledge, Ms. Murphy's figures show that Elvll Music!'s profit margin has been in a

consistent decline since 2003, falling fnim ]Ig] in that year to [gg] in 2005 and then to

j in 2006. CO PFF $ 446. A s:imilar trend is apparent for Sony BRIG. Although

the Copyright Owners note that Sony BMG's pretax profits rose from [i ] iin 2004 to.

[~] in 2006, CO P!FF ']] 445, they fail to point out that Ms Murphy* s figures .;howed a profit

margin of[~] for Sony BMO in 2005. H. Murphy WDT~i at Ex. 4A, CO Trial Ex. 15. Thus,

even according to Ms. Murphy's calculations., Sony BMG"s profit margins slipped, too, in

2006.'3 And while Warner's profit margin did grow from [ ] in 2003 to [gI] in.

2006, as the Copyright Owners contend, CO PFF.$ 442, they fai]l. to mention that nearly allof'hat
growth was between 2003 and 2005. In fact:, although Warner",s profit margin grew to

[Q] in 2004 and then jumped again to [II ] in 2005t Mis. Murphy's figures show a distinct

flattening of growth in 2006—again, consistent with the trend lines shown by Mr. Benson. H.

Murphy WDT at Ex. 4A, CO Trial Ex. 15.

250. That leaves Universal, the largest. of the record companiies. According to Ms.

Murphy, Duiversa&'s profit margin grew from [ga] in 2004 ([IgggI] profits against

} revenues)., to [IQ)] in 2005 ([ ] profits against[~
'3 The Copyright Owners rely on a document that they dzd not move into evidence, CO Trial Ex.

213, to substantiate their contention that Sony BMG earnings increased in 2007. CO PFF $ 445.

The Court should thus disregard thiIs assertion altogether. In any event, even if the assertion is

credited, nothing in CO Trial. Ex. 213 purports to shove'ony BMG domestic profit margin from

record company operations in 2007, rendering it irrelevant to this discussion.
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~) revenues), to (~) in 2006 (( ] profits versus [

revenues). CO PFF $ 444. As it happens, these figures are close to the figures that the

Copyright Owners contended that Bruce Benson should have used for Universal—the figures

that, as noted above, include the revenues and profits ofUniversal's distribution company.

2004, [ ] profits and [

Compare CO Trial Ex, 264 (showing t ] profits and [

] in 2005, and [

] revenues in

] profits and

] revenues in 2006). But as the above discussion shows, it would be

unreasonable to take into account the revenues and profits ofUniversal's distribution activities,

as those activities involve sound recordings that Universal did not record (and therefore did not

incur marketing, AE~R, and other expenses but also did not receive revenue from sales, other

than a distribution fee) and revenues that will not accrue to the benefit of Universal's artists.

Thus, contrary to the Copyright Owners'rgument, CO Trial Ex. 264 does not show that Mr.

Benson was wrong—to the contrary, it shows the extent to which Ms. Murphy erred in her

presentation of record company financials.

251. The above analysis also largely answers the Copyright Owners'emaining

objection. The Copyright Owners contend that Mr. Benson added some $ 1 billion in

manufacturing arid distribution costs to Universal's expenses for 1999-2005, thus reducing

Universal's profitability during this period. CO PFF It/ 451-452. But this is just the flip side of

the argument about Universal's distribution center profits. Excluding those profits naturally

requires calculation of a price that the distribution company will assess the label for distributing

the label's sound recordings. As Mr. Benson explained, Universal revised its calculation of that

price between the testimony of Ms. McLaughlin and Mr. Benson, and Mr. Benson's testimony

therefore reflected that revised price. 5/8/08 Tr. 5536:18-5539:9 (Benson). The Copyright
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Owners quibble with the revised price that was set, but they offer:no:evidence.whatsoever pat

the revised price was wrong or, for that matter, what it should shave been. Nor do they have any,

basis for suggesting that Mr. Benson's use of this revised price altered his bottom lirie

conclusion, namely that the profit margins of the record companies fell between 2005 and 2006..

4. Despite the Copyright Owners'; Claims to the Contrary, Digital
Distribution of Music Will Not Improve. the Financial Picture for the
Record Companies Any Time in the Near Future.

a. Digital Revenues Are Not Projected to Make Up for the Decline
in Physical Sales Any Time Soon.

252. The Copyright Owners litter their proposed~ findings with references to the growth

of digital revenues, see, e.g., CO PFF Section VII.B, Section Xi,abut they stubbornly refuse to

acknowledge the obvious: digital revenues have not come close to makmg up for the loss in

physical revenues, and are not about to do so anytime soon. As the.evidence.assembled by Dr.:

Teece showed, despite growing digital revenues, overall wholesale gevynqes for the; redford

industry plummeted in 2006, and the downward trend Continued,'in 2007 and through the first

quarter of 2008. RIAA PFF Section II.E.l.b.i.; 2/6/08 Tr.. 1902:7-13 (H. Murphy) (total

domestic sales were down for 2007, including both physical and digital).

253. Moreover, as RIAA showed, future projections are no better. Projections

compiled by Dr. Teece showed that, notwithstanding growing future revenues from digital,

overall industry revenues were expected to remain below even the depressed 2002 levels and far

below the levels ofpre-piracy spending in the late 1990s. Whereas total music spending at retail

list approached $ 18 billion in 1998, the average of the:three projections shows spending of $ 11.6

billion in 2006, $ 11.3 billion in 2008 and $ 10.9 billion in.2012.. Teece WDT at 54, RIAA Trial

Ex. 64. Indeed, the results for 2006 and 2007 showed.that even. those projections were

optimistic. RIAA Trial Ex. 66; 2/19/08 Tr. 3809:15-3811:21 (Teece).
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254. The Copyright Owners proffer nothing that remotely refutes these projections.

Their discredited economic witness, Helen Murphy, put into the record a Warner Music Group

forecast which, according to the Copyright Owners'roposed findings, projects a [~]
compound annual growth rate "for the next five years." CO PFF $ 477. But the Copyright

Owners inexplicably fail to tell the Court that this document was prepared in the year 2006, and

that more than half of "the next five years" covered by that document, 2006-2010, are in the past.

H. Murphy WDT at Ex. 8A at RIAA 00039185, CO Trial Ex. 15. What's more, this document

is not only outdated, but it has already been proven wrong. The document projects a year-over-

year growth in total revenue (including physical and digital) of [~] between 2005 and 2006.

But that is not remotely what happened. In 2005, Warner's net sales revenues, as calculated by

Bruce Benson, were [ .], Benson WRT at 35, RIAA Trial Ex. 82, and its net

total of [

t licensing revenues were [~j], CO Trial Ex. 41 at RIAA 008480 (McLaughlin), for a

]. In 2006, calculated on the same basis by Mr. Benson, Warner's total

domestic sales and licensing revenues had fallen to [ ]. Benson WRT at 42, RIAA

Trial Ex. 82. That is a far cry from the [ ] growth projected by the CopyrightOwners'ocument.

255. Nor can the record companies count on additional revenues from so-called "360

deals," as the Copyright Owners claim, to make up for the loss in revenues from physical sales.

Such agreements are a new phenomenon and have no impact on the financial data in the record.

To be sure, record companies do indeed make efforts to generate additional sources of revenue

outside of traditional sales of CDs and digital downloads. But these efforts are in their infancy,

and nobody knows whether they will yield significant forms of revenues for the labels. The

Copyright Owners did not present any testimony as the amount of revenues the record companies
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generate, or can expect to generate, from these deals during the period covered by this

proceeding. Moreover, as Terri Santisi explained at trial, it is not. as.if record companies come

across these additional lines of revenue for free. To thei contrary,i to theiextent that the record i

companies can persuade artists to sign 360 deals, the record companies generally have to

compensate the artists with larger advances and make additional investments in other lines'f i

business (such as t-shirt or concert promotion companies). i Ini effect, the record companies must

buy the additional revenue streams, which raises the level of investment by the record company

and thus the risk that the investment will not be repaid. Santisi WRT at 17 n.30, RIAA.Trial Ex..

78. Thus, these additional revenue streams have little or no relevance here.

b. Digital Distribution Has Required Significant Upfront Capital i

Expenditures.

256. The Copyright Owners argue that the record companies have made little

investments in digital infrastructure, CO PFF Section XV.D.2, but that is contradicted by the .

evidence. In fact, as RIAA showed, the evidence shows that the,record companies have made

massive investments in digital infrastructure. RIAA PFF Section II,E.l.e.iv.,

257. The Copyright Owners argue that RIAA has failed to quantify this evidence, but i

they mischaracterize the record to do so. For example, they assert that; Colin,Finkelstein of EMI

Music "provided numbers that were worldwide rather than for the U.S," CO,PFF $ 751. Tihat is

not correct: As Mr. Finkelstein made clear, he presented figures for boih direct U.S. digital

expenditures and worldwide digital expenditures (which support U.S. and foreign operations). Ixi

fact, Mr. Finkelstein's testimony says: "From 2002 through 2006, EMI Music's global IT; group;

has invested approximately j ] in capital expenditures, This includes itoughly

t ] in information technology expendituresfor U.S. operations plone." C. Finkelstein

WDT at 20, RIAA Trial Ex. 57 (emphasis added); seei also HIM. PFFFT $ 340&
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258. As for the specific amount that the record companies spent on digital IT capital

expenditures, the Copyright Owners attempt, through Helen Murphy, to show that the transition

to digital has required "minimal cost." CO PFF $ 752; H. Murphy WDT at 24-25, CO Trial Ex.

15. But the figures Ms. Murphy presented should be discounted for a number of reasons. First,

it is unclear whether Ms. Murphy was examining capital as opposed to marginal expenditures.

Although she discussed certain of the figures in EMI Music's "capital expenditure detail," she

also characterized all of the expenditures that she analyzed in this section as the "record

companies'ncremental costs of digital distribution." H. Murphy WDT at 24, CO Trial Ex. 15

(emphasis added). Incremental costs are, of course, marginal costs, which would naturally be

considerably lower than capital expenditures. Ms. Murphy appears to have confused the two.

259. Second, Ms. Murphy's numbers should be discounted because she herself

admitted that she did not have "adequate information regarding incremental costs of digital

distribution" for any record company. H. Murphy WDT at 24 n.66, CO Trial Ex. 15. Of course,

the fact that she did not have adequate information did not stop Ms. Murphy from presenting

testimony about the expenditures of the record companies in the area of digital distribution. But

this Court need not, and should not, give that testimony any weight.

260. Third, in the case of EMI, Ms. Murphy's confessedly "[in]adequate information"

conflicts with the information presented to this Court by the one person who would know best—

EMI Music North America's CFO, Colin Finkelstein. According to Ms. Murphy, EMI's capital

IT spending is expected to be only[~] over the 2002 to 2011 period. CO PFF ]] 752;

H. Murphy WDT at 24, CO Trial Ex. 15. But Mr. Finkelstein's testimony makes clear that, in

fact, EMI Music spent roughly [ ] in direct U.S. information technology expenditures
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between 2002 and 2006 alone, and expects to spend another [ :] by 2011. for a total of

] between 2002 and 2011, as the following chart illustrates:

RPFF Figure 3 - RESTRICTED

C. Finkelstein WDT at 20 & Figure 10, RIAA Trial Ex. 57; RIA'A PFP at,PFF Figure 27.

261. Notably, the Copyright Owners did not attempt to impeach Mr. Finkelstein's;

figures for U.S. IT expenditures during cross examination. In fact, the cross examination ofMr.

Finkelstein made clear that, if anything, these numbers art c6nsbrvhtiVe. 'As .'Mr', Finkelstein i

explained, the [ ] in 2002-2006 expenditures iI otIty for Ihose expendinnes that were

made directly in the United States. 2/13/08 Tr. 3202:7-12 (C. Finkelstein). But. much 'of EMI's!
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digital supply chain is managed outside the United States, and thus many of EMI's overseas

expenditures go to support U.S. distribution activities:

Q. So, in fact, this huge expenditure in the U.S. digital supply chain is [
~]'P

A. No, that's not true. The [ ] is the amount that was directly spent in the

U.S. We have a structure within EMI that has a global organization that builds

global supply chains. So as an example, the tool that we use to take digital
product to the marketplace is managed globally.

... The [ ] that we'e referring to here is the direct element. There are

certain costs that are in the digital space that are managed domestically. The [

:-] is the piece that our IT guy in North America managed as part of that
bigger global budget.

2/13/08 Tr. 3202:7-22 (C. Finkelstein).

c. Digital Distribution Has Required Far Greater Ongoing
Expenses Than Originally Anticipated.

262. The Copyright Owners expend a great deal of effort attempting to prove that

digital distribution is cost-free. CO PFF Section IX.B.2. But the evidence at trial showed

otherwise.

263. As RIAA explained in its proposed findings, the record companies'xperience

with digital distribution has shattered the belief, once held by many in the record industry, that

digital distribution of music would not carry any costs. See generally RIAA PFF Section

II.E.l.e.iv. As RIAA explained, even as recently as the year 2005, many record company

executives believed that digital distribution of music could save on most distribution costs.

RIAA PFF $ 329. But since then, the record companies have learned that distributing musically

digitally is not as simple and inexpensive as once hoped. For one thing, record companies have

had to distribute far more different products in the digital age in order to meet varying retailer

and consumer demand—as many as 100 products from one single piece of music alone. RIAA

PFF $ 333; 2/26/08 Tr. 4730:17-20 (Munns). For another, record companies must transmit their
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products in a multitude of different formats, due to different technical requirements and the lack i

of interoperability among various music delivery devices. RIAA PFF tl 334; Munns. WDT at 6,

RIAA Trial Ex. 76. Finally, the record companies must deal with many different digital

distributors, each with a different business model and different requirements. RIAA PFF 336;

Munns WDT at 6, RIAA Trial Ex. 76. Thus, the optimism many. held in the industry back: in:

2005 no longer holds sway.

264. The evidence presented by RIAA shows that digital distribution tends to be

roughly around 10 percent of net sales revenues. For example, documents created in the

ordinary course ofbusiness by UMG put digital distribution costs at [ j of digitalrevenues.'enson

WRT at 9, RIAA Trial Ex. 82. Similarly, EMI'Music's busmehs documents put digital

distribution costs at[ ] ofrevenues. COTrialExl4I atlUIttt.0045905, Andthittwhs'acked
up by ample testimony at trial. See, e.g., 2/14/08 Tr. 3237:18-3238:5, 3263:5-8

(C. Finkelstein) (testifying that EMI Music's digital revenues have tumed out to be higher than

expected over time). Independent label witnesses testify thati they pay the same amount for .

digital distribution as they do for physical distribution.~ See, e.g.~ Barros WDT at 10, RIAA Trial

Ex. 74 (Concord's distributor charges it the same distributiori fee far digital as for physical). See

generally RIAA PFF g 342-344.

265. Ignoring this evidence, the Copyright Owners pluck out of the record a handful of

docmnents that purport to show that digital distribution is free. But the CopyrightOwners'vidence

falls short of the mark.

266. The Copyright Owners place great reliance on an EMI Music digital profit and

loss statement which purports to show distribution costs af t ] for: the year-to- i

date September 2007. CO PFF $ 429. Even on its face, o'fcourse, the,Copyright Owners should ~
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recognize that this is implausible—digital distribution might be less expensive than physical

distribution, but nobody thinks one can earn money simply by using the Internet. In any event,

,

 

Colin Finkelstein, EMI Music's CFO for North America, very clearly explained that this was not

a document created in the ordinary course of EMI Music's business. 2/14/08 Tr. 3267:7-10 (C.

Finkelstein). To the contrary, he explained, this was an experimental document—one of five

different iterations of the same type of document, 2/14/08 Tr. 3267:11 (C. Finkelstein)—that was

created pursuant to the express instructions of EMI Music headquarters in London about how to

characterize certain expenses. 2/14/08 Tr. 3266:14-20 (C. Finkelstein). And those express

instructions, Mr. Finkelstein explained, were to spread the costs of digital distribution throughout

numerous lines of the document, including overhead, rather than to place them on the

"distribution" line. 2/14/08 Tr. 3266:7-17 (C. Finkelstein).

267. More importantly, the digital distribution figure in this digital PEAL is contradicted

by a much more reliable EMI Music business document—one that the Copyright Owners

themselves put into the record. CO Trial Exhibit 47 is a ringtone agreement between EMI Music

and Ericsson, Inc. Affixed to the back is a six-page document known as a Capital and Special

Authorisation Form which contains a detailed financial analysis of the agreement. It is thus a

document as to which EMI would have had a high degree of interest in ensuring accuracy,

because its most senior executives relied on it in the course of their day to day business. And

what that document shows, as discussed above, is that EMI's "digital distribution cost" is listed

at [~] of EMI's revenue. CO Trial Exhibit 47 at RIAA 0045905.

268. Even if the Court had nothing more to go on than these two EMI business

documents—the regularly created EMI Music North America business document that shows

digital distribution at [~], or the experimental document created pursuant to instructions
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from London that implausibly shows that the cost of digital distribution is negative, RIAA I

submits that there should be no difficulty in deciding to.credit. the former. But in. this case, as

well, the Court has the benefit of testimony by the person who would be in the best position to

know — EMI Music's North American CFO, Colin Finkelstein—that digital distribution is 'costlyl

269. The Copyright Owners'econd tack is to point to the optimistic statements in .

documents dating back to the year 2005. CO PFF g 430-432. But these also do not support the

Copyright Owners'ase. The first cited passage is from EMI's Annual Report for 2005. As an

aside, the cited passage says only that manufacturing, returns, and "pick-pack-ship" costs do not.

exist in the digital world—it certainly does not say that there are no distribution costs for digital.

Thus, it does not support the Copyright Owners'osition. But more importantly, as Colin

Finkelstein explained, this 2005 annual report is simply out of date.. Since 2005, as Mr..

Finkelstein explained, the record companies'nitial optimism about digital distribution has

largely been shattered. See RIAA PFF $ 329; 2/13/08 Tr. 3172:15-3173:5, 3175:17-21 (C.

Finkelstein). As a result, EMI's annual report for 2007, just two years later, took a decidedly

less optimistic view. RIAA Trial Ex. 7 at 28; RIAA PFF $ 330.1

270. The same can be said for the Warner anriual report and the Sony digital PErL ~

touted by the Copyright Owners. See CO PFF $$ 431, 432. Both of these documents date to, the

year 2005—an era when the record companies had a much more optimistic view of, digitall

distribution than they do today.

271. Finally, the Copyright Owners seize on a statement in a white paper produced by

Mr. Benson in 2007, well before he took on his present assignment, for RIAA. As Mr., Benson

candidly acknowledged at trial, it was indeed his belief', at the tilme! thd white paper was created,

that digital distribution carried no costs. But as Mr. Benson explained, two things have happened
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since that time to alter his view. One, of course, is that he was exposed to the testimony of Colin

Finkelstein and the internal business documents of EMI and Universal—all of which, as noted

above, credibly pointed to a digital distribution cost of around 10 percent of revenue. Benson

WRT at 9, RIAA Trial Ex. 82.

272. The other thing that changed Mr. Benson's opinion about the costs of digital

distribution is that after writing his white paper, in the summer of 2007, Mr. Benson was

engaged to audit digital retailers of music such as Rhapsody and the phone companies. 5/8i08

Tr. 5610:17-5611:7 (Benson). And what he found was strikingly similar to the lessons that the

record companies themselves have learned from their experience in digital distribution—that the

varying number of services and digital formats at the present creates considerable logistical

challenges. As a result, he came to learn, even before being engaged by RIAA for the present

task, that digital distribution costs are "clearly not zero":

g. Since the time that you wrote your white paper, did you come to have some

personal experience with digital distribution costs in the record companies?

A. Yes. So we have a practice that we established around the summer of 2007 to

do what we call digital revenue audits. And these are audits of the digital retailers,
such as Rhapsody or the phone companies, to make sure that the record
companies are getting paid fairly under their digital contracts. For example, we
audited four or five years of Rhapsody.

And what we have come to find out firsthand — that not only is there a lot of staff
employed at the labels to manage digital distribution, but the number of people is,
in fact„growing. And that's because it turns out that digital contracts are quite
complex. They are all done on different bases. Some of them are ad-based — ad
revenue-based. Some of them are unit sales-based, some are subscription-based.
The data that they get back from these retailers is inconsistent. The checks all
need to be reconciled.

So digital is not scaling very well at the moment inside the majors.

Q. And based on that experience that you got aAer writing your white paper, are

you able to say whether or not digital distribution costs are zero?

A. Digital distribution costs are clearly not zero.
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5/8/08 Tr. 5610:17-5612:5 (Benson)

273. Thus, Mr. Benson's experience is precisely similar to that of the record company

witnesses themselves: what appeared even as recently as a few short years ago to be a low-cost

method for distributing music has turned out, in practice, to be anything but.,

d. Due to Its Substantial Costs and Relatively Low Revenues,
Digital Is Not Likely to Significantly Increase Record
Company Profit Margins.

274. As RIAA's proposed findings showed, the significant costs of digital distribution,

coupled with the lower revenues yielded by digital sales, has ensured that digital distribution is i

far less of a boon to record company profitability than portrayed by the Copyright Qwners. As I

Bruce Benson's report made clear, on a unit basis digital sales are only marginally more

profitable than physical sales, and those sales bring in only pennies ofprofit per digital track.

Benson WRT at 4-6, RIAA Trial Ex. 82. Indeed, one of the fastest-growing digital formats,

digital album downloads, is unprofitable on a unit basis at today,'s prices, portending airocky

road ahead for record company margins. Benson WRT at 5, RIAA Trial Ex. 82; see also

genemlly RIAA PFF Section II.E.l.e.iii.'4

275. Contrary to this evidence, the Copyright Owners persist in arguing that digital

transmission of music will result in higher profitability for the record companies in the future.

&4 Of course, just because the sale of digital albums is improfitable on a per-unit basis does not .

mean there is no business reason to sell those albums., The wholesale revenue brought in.by.each

digital album sold, which is $6.88, still exceeds the incremental,per-unit cost of artist royalties .

($ 1.57), mechanical royalties ($ 1.18), and distribution,($ 1.02). See Benson VERT at 25 4, Figure

9, RIAA Trial Ex. 82. Thus, digital albums still are pr'ofitable o'n a'marginal'basis evelyn if they I

are not profitable when other costs, such as marketing.and advances 8c recording and overhead
are factored in. However, those other costs are relatively fixed for any given release, meaning
that even if the record companies released their products only in CDs and digital singles andi

mobile formats, they still would have to spend the same amount on these categories of expenses.

Thus, it makes business sense for the record companies to try to get as much marginal revenue as .

they can for these products, even if it means selling them in formats that are unprofitable on a

fully-allocated basis.
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CO PFF Sections IX.C, XI (forecasts). To buttress their case, the Copyright Owners level three

critiques of the work of Mr. Benson, none of which comes close to the mark.

276. The Copyright Owners first argue that Mr. Benson's analysis of digital profits is

flawed because he used an inaccurate number for the cost of digital distribution. But as

explained above, Mr. Benson's digital distribution figure was amply supported by the business

records of the record companies. See RIAA RPFF Section IV.B.4.

277. The Copyright Owners'econd critique is that Mr. Benson's analysis of

profitability projections for 2007-2011 takes into account only the profits from CDs and digital

downloads (albums and singles) while excluding profits from mobile digital sales—that is,

ringtones and mobile downloads. That is correct, and Mr. Benson's analysis has never suggested

otherwise. What that analysis shows, as Mr. Benson's testimony makes clear on its face, is that

the combined profitability from CD sales and from downloads of digital album and digital

singles will steadily decline from 2007 through 2011. Benson WRT at 30 4 Figure 12, RIAA

Trial Ex. 82. And there was a very good reason that this forecast did not include mobile

downloads: as Mr. Benson explained at trial, projections of mobile sales of albums versus sales

of singles simply do not exist. 5/8/08 Tr. 5602:21-5603:11 (Benson). Certainly the Copyright

Owners did not present any such analysis to the Court, notwithstanding their criticism of Mr.

Benson for not having done so.

278. The Copyright Owners'hird critique of Mr. Benson's work is that he added some

$ 1 billion of additional distribution and manufacturing expenses to the numbers previously

calculated by Ms. McLaughlin for the 1999-2005 period. CO PFF It't~ 449-452. But this criticism

works against the Copyright Owners. As Mr. Benson explained, because his model uses a fixed

rate of 10 percent of revenue for digitally distributed products, the additional expenses that he
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added to Ms. McLaughlin's numbers for distribution and manufacturing actually had the effect

of making only physical products appear less profitable, while leaving the profitability 0f digital

products at the same level. 5/8/08 Tr. 5545 7-22 (Benson), Thus, removing these additional

expenses and restoring the numbers used by Ms. McLaughlin would simply narrow the gap

between digital and physical—precisely the opposite of the point the Copyright Owners are

trying to make. 5/8/08 Tr. 5545:19-.22 (Benson).

279. Finally, the Copyright Owners also point to a handful of record company

documents in the record that, they claim, advance their argument that digital distribution will,

boost the record companies'rofits in future years. Yet as their own findings admit, the

documents on which they ~principall'y rely are merely projections for the profitability of'the

record companies'orldwide businesses, not their domestic U.S. operations. CO PFF $$ 474

(EMI), 476 (Sony). As the Copyright Owners'wn cr6ss exhmihation of RIAA witnesses

showed, the worldwide performance of the record companies dogs pot necessarily reflect their

performance here in the United States. See 2/13/08 Tr. 3158'.3-6 (C. Finkelstein) (agreeing with

counsel's statement that "EMI U.S. ha. underperformed relative to the rest of'the recorded music

company in other territories").

280. There are additional reasons why the EMI document, in particular, should not gabe i

given weight by this Court. The document which the ( opyright Owners describe as a i

"projection[]", CO PFF $ 474, is in fact an investor document that was prepared by the Terra

Firma investment group subsequent to its acquisition of EiMIi Group without reference to internal

companyfinancials. The document contains a full-page "disclaimer" which states: "[Terra

Firmaj acquired the Company by way of a public to private transaction. Consequently, access to

information regarding the Company was restricted. Ak, a les@it, thi& d6cu&ekt, to the extent that
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it relates to the business of the Company, is based on historical information largely taken from

public sources which has not been independently verified." RIAA Trial Ex. 9 at CO04032284.

Indeed, Colin Finkelstein, EMI's North American CFO, testified that he had never seen the

document prior to trial, nor had he seen the underlying model or the assumptions on which it was

based. 2/13/08 Tr. 3164:12-3165:15 (C. Finkelstein).

281. The Copyright Owners also cite a series of Warner Music documents which

purport to show much higher margins on digital products than on physical products for various

Warner labels. CO PFF tt 442. But as the Copyright Owners'conomic witness Helen Murphy

admitted, during the years she was at Warner the company did not make any effort to allocate

overhead to its digital profit and loss statements. 2/6/08 Tr. 1946:12-18 (H. Murphy). Thus,

they are not true measures of the relative profitability of digital versus physical products.

282. Finally, the Copyright Owners engage in a series of distortions of the record in

order to persuade this Court that RIAA's witnesses said one thing about record company

profitability when in fact the record shows that they said something completely different. For

example, the Copyright Owners contend that EMI's Colin Finkelstein "testified that the current

chairman of the EMI Group, Guy Hands, has projected enormous growth in the profitability of

EMI." CO PFF $ 475. But this was just a reference to the very same Terra Firma document—

RIAA Trial Ex. 9—that the Copyright Owners referenced earlier. As noted above, Mr.

Finkelstein clearly testified that he had no personal knowledge of the document, that he had not

even seen it prior to trial, and that it was a document that related to the worldwide activities of

EMI rather than the North American activities for which he is responsible. 2/13/08 Tr. 3163:20-

3165:15 (C. Finkelstein). At trial, when asked about it, Mr. Finkelstein could only read what the

document itself said, rather than testify as to personal knowledge. 2/13/08 Tr. 3164:12-21 ("Q.
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Have you seen the Terra Firma forecasts that he has put!together?! A.! I shw!it tlriefly ln 6ur,

attorney's office on Friday. I had not seen it prior to that. Q. But you would agree with me that

what Mr. Hands is projecting is an enormous growth in profiitability of EMI worldwide, correct?

A. From that chart that I saw, yes.") (emphasis added). The Copyright Owners'eason for doing

this is clear: knowing that the Terra Firma projections are entitled to, little weight in this Court,

they hope to bolster it by putting its conclusions into the mouth of Mr. Finkelstein. But the

record just does not support that assertion.

283. Similarly, the Copyright Owners contend that Column.Finkelstein "agreed,that it.

was EMI's view that, because digital margins are higher than physical margins, the company'.s

profitability would grow as the digital business grows." CO PFF $ 475. In fact, what Mr. ~

Finkelstein actually was asked at trial was whether EMI has had that view "for some number of i

years." 2/13/08 Tr. 3165:17 (C. Finkelstein). Mr. Finkelstein said that.'it had, but he also I

explained, as noted above, that in recent times EM's view has changed. In fact, as RIAA noted

in its opening findings, the current official view ofEMI—as reflected in its 2007. annual report~

is that "[1]egitimate digital product and service offerings are still i in the early stages of

development and their ultimate impact on our business. cannot be predicted with certainty," and

that "[t]hese new business models may not develop in a way which generates;significantprofits:

for our business or they may result in lower or less profitable salesfor us than comparable

physical sales." RIAA PFF $ 330; 2/13/08 Tr. 3288:12-3289:15 (C. Finkelstein) (emphasis 'dded).

284. The Copyright Owners'istortions of the recard do not end with EMI. They also

contend that Michael Kushner of Atlantic Records testified "that he believes today that the

record industry will emerge from its current transition period; as a healthy industry, in part due to
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the great opportunities in the digital side of the business." CO PFF tt 443. But they do not

actually quote Mr. Kushner on this point, and there is a very good reason: Mr. Kushner said no

such thing. Mr. Kushner did indeed testify that he believes that the record industry will

eventually emerge from this transition as a healthy industry, 2/14/08 Tr. 3487:4-13 (Kushner).

But Mr. Kushner did not say ~hen he believes this will happen, and, critically, he did not say that

this would be because of the greater opportunities in digital. In fact, what he very specifically

said—in the very passage that the Copyright Owners cite—is that while there are opportunities in

the digital world, "the question is whether the growing opportunities of the digital business

would make up for the losses we were suffering in the areas of the physical business and as a

result of piracy":

Q, You were not confident in the fall of 2006 that the digital era would ultimately
be one of growing opportunities for the music business, is that your testimony?

A. I think that it would be an area of opportunities, but the question is whether the
growing opportunities of the digital business would make up for the losses we
were suffering in the areas of the physical business and as a result of piracy.

There's no question that there's great opportunities in the digital world. You know,
you just have to look at the ubiquity ofmusic to see that, if it can be monetized
properly, money can be made and the business can survive. But how the business
will survive and what — what state it will survive and how many companies will
survive in the long run, that's something that I wasn't necessarily so confident
about.

2/14/08 Tr. 3482:2-20 (Kushner) (emphasis added).

5. The Copyright Owners'laim That Record Companies Were Slow to
Enter the Digital Marketplace Is Demonstrably False.

285. Citing their witnesses Ms. Murphy and Ms. Enders, the Copyright Owners claim

that the recorded music industry was slow to "embrace digital distribution," did not launch their

own legitimate music services until "two years too late" in 2001, and did not do enough to
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"prepare for the shift" to digital, all of which they say helped 61e-sharing sites such as Napster

take hold. CO PFF $$ 23-24, 362-364.

286. Initially, the Copyright Owners'rgument is simply irrelevant to this proceeding.,

Whether the record companies started digital distribution af their. recordings in 1999, 2001'r i

2003 should not have an impact on what the mechanical royalty rate should be for the period i

2008 through 2012. By the Copyright Owners'ogic, if digital distribution had take~ off earlier,

that would somehow mean that the rate should now go down as a result. But that is equally

illogical—and it is surely not the Copyright Owners'osition.

287. Irrespective of their relevance, however, the Copyright Owners'laims are,

contrary to the evidence. The Copyright Owners'onday morning quarterbacking cannot

obscure the fact that unlike music publishers and songwriters, record companies have invested

hundreds of millions of dollars in creating the infrastructure for the digital, marketplace and

developing the systems that are necessary for the digital distribution of music. See RIAA.PFF

$$ 1351-1365. Nor were these efforts delayed—the evidence shows that record companies

began developing strategies for the digital distribution,of~uric jn 1,996 and began working on

the digital infrastructure in 1998; that deals were being dane with download services by 1999;

and that recordings were available for sale online by 2000. See RIAA PFF $$ 1359'365&

Hughes WDT at 1, RIAA Trial Ex. 73.

288. Moreover, it was through efforts spear-headed by RIAA and the record.companies

that Napster in particular was shut down in 2001. See RIAA: PFF $. 1393.. It.is disingenuous, to.

say the least, for the Copyright Owners to suggest that the record companies did not do enough

to combat piracy—the evidence makes it crystal clear that record companies.have led the'fight
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against piracy and spent hundreds of millions of dollars doing so, while publishers and

songwriters have done next to nothing. See RIAA PFF $$ 1391-1414.

289. The Copyright Owners also suggest that the record companies somehow

contributed to the onslaught of online music piracy by purportedly refusing to put copy

protection on CDs. CO PFF $ 362. But this claim has no merit. In fact, when CDs were

originally released, in the early 1980's, the technology simply did not exist to copy-protect CDs .

2/20/08 Tr. 4013:10-16 (Wilcox). For roughly the first 15 years, from the introduction of the CD

until the late 1990s, the CD was a reasonably secure product. It was only technological

developments in the late 1990s that made CD ripping possible. Bassetti WDT at 6-7, RIAA Trial

Ex. 68.

290. Moreover, as the evidence at trial showed, once CD copying became possible,

copy protection would have been counter-productive because consumers demand portability in

their music, which means the ability to copy their CDs to their computer or to a portable player.

The Copyright Owners'xpert, Claire Enders, testified that [ j of iTunes users cited the

ability to put their music on a portable device as a reason for buying music online. Enders WDT

at 21, CO Trial Ex. 10. See also 5/7/08 Tr. 5247:17-19 (Santisi) ("[T]he consumer is saying, I

need to be able to get this from my one device to another device."). It is hard to understand how

the Copyright Owners can criticize the record companies for doing something that would have

hurt CD sales, to the detriment of record companies, music publishers and songwriters alike.

291. Ironically, when one record company thought it found a way to bridge this gap

between consumer demands and the need for copy protection, it was the publishers who stepped

in the way. For several years Sony Music evaluated technologies that might make the CD format

more secure, while also allowing consumers some ability to use the music on the disc on a
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computer. Wilcox WDT at 26, RIAA Trial Ex. 70. By 2003-2004, Sony thought it had found an

appropriate technology. However, because that technology involved including both regular

audio tracks and a second set ofDRM-protected tracks in a format for use on a computer, i

publishers asserted that they had the right to be paid twice for Ithalt ri@tl Wilcox WDT',at 26, .

RIAA Trial Ex. 70. The Copyright Owners can hardly complain about the lack of copy

protection on CDs when it was their own intransigence that hindered this development.

6. A Cut in the Mechanical Royalty Rate Would Benefit Music 'ublishers,Songwriters, and Music Consumers Alike, While an
Increase in the Rate Would Hurt Everybody. i

292. The Copyright Owners contend that '*there is no evidence to suggest that a:

reduction in the mechanical royalty rate would lead to increased iA R spending,,nor doesthe'ecord
support the claim that an increase in the mechanical rate would lead to a reduction in such

spending." CO PFF $ 756. This statement is utterlyfalse.'93.
First, Glen Barros of Concord Record emphatically testified. that it would..As.he.

said: "I can speak personally — and I think this applies to the industry, but personally, we i'eimlvedt

every dollar of operating profit that we make back into new recordings, and those new

recordings, of course, generate revenue." 2/21/08 Tr. 4132:13-1,8 (Barros). Thus, Mr.: Barros

testified: "I can say personally with certainty that... with a lower rate, we would invest more

money in new recordings because our overall strategy is to build long-term asset value, so we'e

trying to record and promote as much as possible." 2/21/08 Tr. 4133:4-10 (Barros). The .

Copyright Owners simply ignore this testimony.

294. Indeed, a11 of the record companies to offer testimony in this proceeding, major i

and independent alike, have underscored the importance of A&R spending on the overall.health.
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of their company—and the record industry as a whole. As David Munns of EMI explained,

spending on artist development is, quite simply, "what record companies... exist for":

What record companies like EMI exist for is to provide as much array in choice as

they can of musical diet for the public. That's really what they do. And the artist

roster is really like the R8rD department of a record label.

2/26/08 Tr. 4737:12-17 (Munns).

295. Michael Kushner of Warner Music similarly explained that that cutting artist

rosters is an act of last resort for record companies: "In today's difficult market, we have been

forced to sign fewer new artists than we used to, and would like to." Kushner WDT at 4, RIAA

Trial Ex. 62.

296. Indeed, one need only look at the historical performance of the record companies

to know that this is the case. Linda McLaughlin compiled historical trends of record company

spending from 1991 through 2005. CO Trial Ex. 41 at RIAA 0008423. While there are some

year to year variations, the general trend is that record company spending on the "advances and

recording" category (which, along with general overhead, is where most AkR spending

originates), generally tended to rise throughout the boom years of the 1990s, from figures in the

low to mid $200 millions to highs of $392 million in 1998 to $412 million in 1999.

Subsequently, with the sharp downturn in industry fortunes, spending on AETER has declined as

well, falling back to figures in the $200-$300 million range. CO Trial Ex. 41 at RIAA 0008423;

see also Benson WRT at 8 8. Figure 1, RIAA Trial Ex. 82 (showing figure of $246 million in

2006). As a result, as RIAA amply detailed in its opening findings, the record labels have been

forced to substantially cut their artist rosters, to the detriment of record companies, music

publishers and consumer alike. See RIAA PFF Section II.E.l.c.2.
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297. The Copyright Owners do not address any of these facts, far less do they

contradict them. Rather, they erect and rebut a straw man—namely, that RIAA cannot show a

one to one correlation between the mechanical royalty rate iand A&K spending. CO PFP $$ 754-

755. But RIAA has never purported to do that, and has no need to. The evidence at trial

provides more than enough evidence for this Court to conclude that an increase in the

mechanical royalty rate would lead to a reduction in the amount spent on A&R activities, while a

decrease in the mechanical rate would have the opposite effect. The evidence has demonstrated

that record companies think A&R spending is important, not only to the industry as a whole but

to their own financial health. The evidence has demonstrated that A&R spending has historically

varied with the financial fortunes of the record companies. And the evidence has demonstrated

that the mechanical royalty rate has a considerable impaction ithe financial fortunes of the record

companies, so much so that an increase of the magnitude sought lby Ithe Copyright Owners could

even make the difference between a profitable and unprofitable venture. See RIAA PFF SecfioIli

~ V.D.2.b. No more needs to be shown here.'&

298. Finally, it should be pointed out that the Copyright Owners'ntire argument herc

is a red herring. Record company expenditures lead to. the greater availability of sound

recordings in many ways, whether it be through A&R expenditures, marketing and promotion

activities, or spending on manufacturing and distribution., Indeed, as witness after witness

testified, the marketing and promotion activities of the record companies are critical to ensuring

that sound recordings are, as a practical matter, "available" to consumers. As Mr. Barros,

'5 The Copyright Owners assert that Ms. Santisi spoke to, CFOs,"at all, four major record
companies," (actually it was three companies) and that "none told her that a decline in the

mechanical rate would lead to greater investments in artists and new recordings." CO PFF $ : 755.

But that simply was not a subject that Ms. Santisi discussed with the CFOs. 5/7/08 Tr. 5249:12-

5250:2 (Santisi).
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explained: "in order to release a recording, you have to market it." Tr. 2/21/08 4203:8-9

{Barros). And as Michael Kushner explained, without a massive promotional effort to connect

an artist and recording with audiences, songs will never be known by the public in any

meaningful way. Kushner WDT at 8, RIAA Trial Ex. 62. See generally RIAA PFF Section

V.C.4.a.ii.

299. Thus, it makes little difference what portion of the savings from a mechanical

royalty rate cut are put into AAR, marketing, or other record company activities. Either way, the

additional activity enabled for the record company—"the R&D engine of the entire industry,"

Santisi WRT at 40, RIAA Trial Ex. 78—will work to the benefit of all.

7. The Copyright Owners Ignore the Devastating Effect of a Higher
Mechanical Royalty Rate on Independent Labels.

300. The Copyright Owners almost entirely ignore independent record companies in

their Proposed Findings of Fact even though they concede that independent record companies

produce approximately 80% of all recorded music releases in the U.S. 2/21/08 Tr. 4106:10-13

(Barros); Emmer WRT at 4, RIAA Trial Ex. 90; see also Barros WDT at 5-6, RIAA Trial Ex. 74.

See RIAA PFF $$ 1132-1142.

301. To a certain extent, the Copyright Owners concede the imperiled position of

independent record companies, acknowledging that independent companies are "not similarly

situated to the large record companies," CO PFF $ 761, and are thus forced to pay higher

distribution costs and are less able to negotiate discounts from the statutory rate. This latter

concession means that the Copyright Owners must acknowledge the implausibility of their

expert's testimony that transaction costs of negotiating discounts are low since, of course, they

are not. See RIAA PFF $$ 1086-1098.
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302. Even worse, however, the Copyright Owners ignore the critical importance of

independent record companies and their precarious situation in the current economy for, recorded,

music. They suggest that Shout! Factory's shrinking margins result from Shout( Factory being a

"niche" company. See CO PFF '[[ 761. But almost a/l independent record companies are niche

companies. That is the very point of independent record companies. Both Mr. Barros and Mr.

Emmer explained that the majors generally focus on;"hit-oriented" recordings with widespread

appeal to a large fan base in the most popular musical genres such as urban, pop, rock, and

country. Barros WDT at 2, 5-6, RIAA Trial Ex. 74; Emmer WRT at 2,.RIAA Trial Ex. 90;

2/21/08 Tr. 4105:11-13 (Barros) (explaining that independent labels "very often act as incubators

for new music, experimentation"). Independent record,coxnpanies locate, issue and market

music in niche genres, and that is the very reason that independent record companies are

responsible for the great diversity of music available to the public. Dismissing Shoutl Factory

as a niche company is the same as dismissing all independent record companies,. and dismissing.

the significance of 80% of the recorded music releases made available to the public.

303. The Copyright Owners assert that Mx. Barros's company, Concord Records, has

grown since the year 2004, something RIAA does iiot dispute. But iConcord's very rare success

is the exception, not the rule, and owes largely to a distribution deal between Concord and

Starbucks that no other independent record company enjoys. Concord's ability to find success

with Starbucks does not change the underlying conditions. of.the marketplace. 2/21/08 Tr.

4197:11-4198:9 (Barros).

304. The Copyright Owners assert that digital distribution has improved the market

position of independent labels such as Concord, see CO PFF.$[ 759, but this conflicts blatantly

with Mr. Barros's testimony that the distribution fee for digital music that Universal charges to
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Concord Records is calculated at the same percentage rate that Concord is charged for physical

CDs. 2/21/08 Tr. 4113:14-17 {Barros). Thus the costs of distribution do not affect the difference

between the independent record companies'hysical and digital margins. Barros WDT at 10,

RIAA Trial Ex. 74. Moreover, the Copyright Owners ignore Mr. Barros's testimony that

because Concord Music is a relatively large independent, it gets "a pretty good" distribution rate.

Independents that are smaller wind up paying higher distribution rates to the major record

companies At the same time, they are making the same kinds of investment in new recordings

that larger record companies make, so their margins are even smaller as a result. 2/21/08 Tr.

4201:13-4202:3 (8arros).

305. Finally, the Copyright Owners make much of the fact that Concord's mechanical

royalty costs did not increase as much as its other costs, but they ignore that Concord was only

able to cut its mechanical royalty costs by decreasing the number ofsongs on the albums it

released. Glen Barros also testified about how under the current rate structure, Concord Records

has reduced the number of tracks on some of its releases to manage its mechanical royalty cost.

It used to be that if an artist recorded 15 or 16 tracks in the recording studio, and they were all

good, Concord would put them on the album. Now, Concord actively seeks to reduce that

number of tracks down to approximately 11 or 12 on average. 2/21/08 Tr. 4131:17-4132:3

(Barros). The first factor directs the Judges to set a rate that will maximize the availability of

songs to the pubhc, something the Copyright Owners neglect to consider in proposing a radical

rate increase.
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C. Music Publishers

1. Mechanical Royalty Revenues Earned by Music Publishers Have
Stabilized Even as Record Company Sales Revenues Continue to.

Decline.

306. The Copyright Owners contend that mechanical royalty revenues earned by music i

publishers "have generally been declining since 2000, notvrith'stahdifig the increases in the,

mechanical royalty rate that occurred in 2002, 2004 and 2006." CO PFF $ 257. Given the way

that piracy has devastated the industry since the 1999l2000 period, there is nothing particularly

noteworthy about that. What is noteworthy, as RIAA discussed in detail in its opening findings,

is just how little (if at all) mechanical royalties have fallen since then, especially in light of the

broader trends in the industry.

307. In fact, as the evidence showed, the change. in mechanical royalty revenues since

the 1999/2000 period has actually been quite minimal.. See generally RIAA PFF Section,

II.E.2.a.i. The reason, as the Copyright Owners'wn expert Claire Enders painted out in a

March 2007 report, is that recent increases in the mechanical royalty rate "have masked the

underlying decline in recorded music sales." RIAA Trial Ex.i27iat 33. i As RIAA demonstlratbd, l

thanks in large part to rising mechanical royalty rates, mechanical royalty revenues fell at first

after the year 2000, but have since stabilized and are now back on the upswing. Thus, Dr. Teece

showed a drop from $691 million in 2000 to $542 million in 2003, but steady growth thereafter

to $670 million in 2006. RIAA PFF $ 369 8c PFF Figure 29. Claire Enders showed a drop from

$592 million in 2000 to $541 million in 2002, but steady growth thereafter to $560 million in

2005. RIAA PFF $ 373 & PFF Figure 33. And Bruce Benson's data showed a drop fiom $739

million in 2000 to $633 million in 2003, but steady growth thereafter to $729 million in 2006.

RIAA PFF $ 377 k PFF Figure 36.
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308. Moreover, as the evidence showed, the stabilization and steady growth that

mechanical royalty revenues have experienced since the 2002i'2003 period stands in stark

contrast to what is happening with record company wholesale revenues. This is unusual because

mechanical royalties are paid by the record companies out of their net sales revenue, and so the

two have historically moved in tandem. Nonetheless, as RIAA RPFF Figure 4 below

demonstrates (reproduced here from RIAA PFF Figure 39), while every estimate in the record

shows that mechanical royalties turned the corner and headed upwards after 2002 or 2003, record

company sales revenues have continued their descent:

RPFF Figure 4

Music Publisher Mechanical Royalties (All Estimates) Yersus
Recording Industry Wholesale Revenues, 2000-2006 (% Change)
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Source: PFF Figure 39

309. Nor is this conclusion contradicted by the Copyright Owners'iscussion of the

financials of any of the individual publishers. As the Copyright Owners acknowledge, UMPG
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showed modest growth in mechanical royalty earnings between 2000 and 2005, while

Sony/ATV's mechanical royalty revenues were essentially flat, going from [

FY2001 to [ ] in FY2006. CO PFF $$ 26 -2 3. Th op right Owners place

principal reliance on the results for EMI MP, Warner/Chappell and Famous, but a closer look~at ~

these numbers proves that they do nothing to change the conclusions that RIAA has dra'wn Rom

these numbers.

310. First, for EMI MP, the Copyright Owneijs phil tol a decline'f '[

between FY 2001 and FY 2007. CO PFF I 259. But aS RIAA pointed 'out in 'its findings, 0iisl

entire decline is attributable to the fact that EMI MP does not~classify ringtone/mastertone~

income as mechanical royalty income. RIAA PFF g 386 387, 390. The Copyright Owners fail

to mention this in their proposed findings.

311. As for Warner/Chappell, the Copyright GwrierIs show that worldwide revenues

declined Rom [ ] in 2000 to [ I in 20It6, COCCI FFF i 261, hntl they have

no evidence as to the magnitude of the drop in the United States. They cite Ms. Santisi as'oncedingthat there had been a "similar" decline in U.S. mechanical royalties, GO PFF $ 26li,

but this is simply a gross mischaracterization of the record. Iii the testiinony attributed to Ms.

Santisi, she does agree that there was a decline in domestic mechanical royalties during this time

period, see 5/7/08 Tr. 5222:14-20 (Santisi), but Ms. Santisi never expressed an opinion on the

magnitude of that decline. What's more, the publishers fail to acknowledge that

Warner/Chappell's mechanical royalties, like those of EMI MP, are also artificially lowered by

the classification of ringtone/mastertone revenues in the "digital" category as opposed to

mechanicals. RIAA PFF $$ 386-387, 390.
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312. Finally, although the Copyright Owners assert that Famous Music Publishing's

mechanical royalties declined from $ 16.6 million to $ 12.6 million between 2000 and 2006, CO

PFF $ 260, they fail to note that Famous's mechanical royalties had stabilized by 2004 and

remained steady since then. 1/31/08 Tr. 997:5-15 (Robinson). In any event, Famous only

represented a small part of the market prior to its acquisition by Sony/ATV.

313. Thus, contrary to the music publishers'ales of woe, the evidence shows that they

have largely recovered over the last several years, while the record companies continue to

experience decline.

2. Music Publishers Contribute Little to the Product Made Available to
the Public.

314. The Copyright Owners devote some 51 paragraphs in their findings to the

supposedly "critical" role that they play in the development of talent. CO PFF $$ 290-341. But

as RIAA has already fully explained in its proposed findings, those contributions are minimal

when compared to the contributions of record companies. In. fact, as the evidence at trial

showed, the music publishers were correct when they told their investors that "[m]usic

[pjublishing, as compared to the recorded music business, is a business of low capital intensity

that requires significantly less operating costs, marketing and A8cR expenses." RIAA Trial Ex.

51 at 23; see also RIAA Trial Ex. 13 at 17 (Famous prospectus with similar language).

315. As RIAA showed in its proposed findings, the expenditures of the record

companies on the product made available to the public vastly outweigh those of the music

publishers. Mr. Benson's analysis showed that the major record companies spend more than

$ 1.3 billion a year on A&R expenses, including advances, recording costs, and the royalties paid

to the artists who bring songs to life, $824 million on marketing, and more than $ 1 billion on

manufacturing and distribution—and none of these costs includes the overhead of all the people
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doing the functions described above. RIAA PFF f[ 1318r, Benson %RT Wt Fig. 1, RIAA Trial Ex.;

82. By contrast, as Table A to Terri Santisi's report showed, the major musicpublishers'xpenditures

are only a small fraction of that amount. RIAA PFF $ 1316 & Table A. For,

example, EMI MP, until last year the largest music publisher, spent a paltry [ )oni

advertising and promotion and [

RIAA PFF tt 1316.

] on repertoire expense, not counting its overhead.

316. In fact, the minimal contribution that music ipublishers make is,reflected,in the

declining percentage of revenue that they retain from their writers. Music publishers used to

retain, on average, 50 percent of the mechanical royalty. revenues that their writers earned. But

in recent years, that average has shifted in new deals to a 75/25 split in favor of the writer—and

sometimes reaches an 80/20 or even a 90/10 ratio. RIAA PFF $ 1284; CO PFF $ 309. As ithei

publishers themselves explain it, this is because songwriters are carrying more of the load in i

exploiting their songs, and publishers are doing relatively less. See,l/29/08 Tr. S05~15-.507:5

(Faxon) (50/50 split moved to 75/25 because "songwriters became more active in the

exploitation of their own music"). But the reason that songwriters have become more active in

the exploitation of their own songs is precisely because their connections with the record i

companies, as singer-songwriters, enable them to do so. Thus, the shift from 50/50 to 75/25 is

not just due to songwriters doing more vis a vis their publishers.i It iis a reflection of the fact that

record companies are increasingly taking responsibility for the development and; exploitationi of I

songs away from the publisher. See RIAA PFF $ 1284 and catations therein.,

317. The music publishers'inimal contribution to the creative activities of their

songwriters is also reflected in their high profit margins and their near-perfect (in many cases 90

percent) recoupment rates on their advances. As amply detailed in lRIAA,'s proposed findings,
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the music publishers routinely enjoy profit margins in the 20 to 30 percent range—in stark

contrast to the situation at the time of the 1980 CRT proceeding, when publisher profits were in

the low single digits. See RIAA PFF Section II.E.2.a.iii. Those are profits that could be used to

support songwriters and their creative activities, but are instead used to ensure that the publishers

can boast to their investors about "stable growth, high-margin earnings and annuity-like cash

flows." RIAA Trial Ex. 51 at 9. And the high recoupment rates that publishers earn on their

advances just means that, unlike in previous times, music publishers are simply no longer taking

the kinds of risks with their songwriters that they used to take. See RIAA PFF Section

II.E.2.d. iii.

318. As a result, in virtually every single category of supposedly "critical"

contributions that the Copyright Owners highlight in their proposed findings, those claims turn

out, on close inspection, to be greatly overstated:

319. Discovering Songwriters. The Copyright Owners place a great emphasis on their

supposed efforts in "discovering" songwriters, but their evidence fell woefully short. CO PFF

tlat 295-303. Typical of the publishers'ailure ofproof is the highly successful singer-songwriter

Alicia Keys. Roger Faxon of EMI MP devoted considerable space in his written direct testimony

to this supposed "example" of a singer-songwriter discovered by EMI MP. His written

testimony contended that Jody Gerson of EMI MP "first learned about Alicia from an

acquaintance in the music business when Alicia was only 14 years old." Faxon WDT at 12, CO

Trial Ex. 3. He contended that EMI MP signed Ms. Keys and worked with her on her

songwriting for a number of years, and that "[djuring this period, Alicia signed with Columbia

Records and recorded an album." Faxon WDT at 12, CO Trial Ex. 3. But at trial, RIAA

confronted Mr. Faxon with evidence that in fact Ms. Keys had signed with Columbia Records
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before she signed with EMI MP—and that the supposed "acqiiaintance" who introduced her to

Jody Gerson i4as none other than an executive at Columbia. 1/29/08 Tr. 507:6-509:14 (Faxon)..

Not surprisingly, Ms. Keys—who figured so prominently in Mr. Faxon's testimony at trial—is

now nowhere to be seen in the Copyright Owners'roposed findings.

320. Other examples that the Copyright Owners put forward were similarly weak. The

Copyright Owners rehash the examples of James Bluntlan8 Lhncle Miller, CO PFF $ 3O1, but as .

Ms. Santisi explained in her testimony, Lance Miller was a net loss for record company aixl i

music publisher alike, while James Blunt's success came only as. a result of a.multimillion: dollar,

AkR and marketing investment on the part ofhis labels MAA PFFFT ggi456-459. The Copyright.

Owners discuss the example of Linda Perry, CO PFF gi 303, but as Irwin Robinson of Famous

candidly acknowledged at trial, by the time she signed with Famous, although she did not have a

record deal, "somebody had financed the group to make a recording, and I am not sure it was a

6oal recording, but at least it showed the 10 or 11 songs that were going to be on the record.".

1/31/08 Tr. 959:5-8 (Robinson). That hardly counts as a writer whom Famous can claim to have

first discovered. Apparently short on examples from the last,several decades, the Copyright;

Owners even dust off an example from the 1950s—Buddy Holly, see CO PFF $ 302—but the

evidence makes clear that it was a record company, not a music publisher, that first had Mr. i

Holly under contract. CO PFF $ 302; Peer WDT at 5-6, CO Trial Ex. 13.

321. It is no surprise that the music publishers have had such trouble providing .

examples of successful songwriters that they have discovered. As RIAA detailed in its findings,

music publishers'8tR spending is simply dwarfed by that of the record companies. EMI MP

was until last year the largest music publisher, with a total AkR budget in the U.S.. of mole tlhar!

[ j and annual gross advances in the U.S. averaging cilose ta [ ] per year.
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Faxon WDT at $$ 12, 16, CO Trial Ex. 3. But those figures pale in comparison with the

comparable figures from the largest record company, Universal, which in 2006 had gross

spending on AETER of [ ]—many times more. And even these figures understate

the comparison because Mr. Faxon's figures for A8rR and developmental activity spending

include not only third party expenditures but also all overhead expenses (such as salaries and

rent) that could be allocated to these activities. Faxon WDT at Ex. 201 8r, 205, CO Trial Ex. 3.

In a true apples to apples comparison, UMG's AkR overhead of [

be counted, plus whatever significant portion ofUMG's [:

] would need to

] general and

administrative overhead is allocable to the management and support of their creative efforts.

Santisi WRT at 11, RIAA Trial Ex. 78. See generally RIAA PFF $$ 452-454.

322. A second reason that music publishers'ontribution to the discovery ofnew

songwriters is so paltry is that, as was documented in RIAA's proposed findings, they

deliberately seek out catalog and administration deals—arrangements in which they can tap into

a steady stream ofrevenues, rather than having to take a risk on a new artist. RIAA PFF Section

II.E.2.d.ii. And when they do sign new talent, they tend to prefer writers who already have

record contracts {with controlled composition clauses)—something that, in this age of the singer-

songwriter and the producer-songwriter, is increasingly easy for them to do. RIAA PFF $ 464.

Nothing in the Copyright Owners'roposed findings suggests the contrary. The only evidence

that the Copyright Owners are able to muster is Nicholas Firth's testimony that out of the 42 new

songwriters that BMG MP signed in 2005, 27 had not yet released a commercial record. CO

PFF
g~

295. But that just proves RIAA's point—15 of those supposedly "'new" songwriters had

already had a commercial release, and it is very likely that some ifnot most of the other 27 were

already under contract with a record company, even if their record had not yet been released.
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323. Financial Support to Songwriters. The Copyright Owners talk at length about ~

their advances to songwriters, but they exaggerate both the size and the importance of those

advances. In fact, as the evidence showed, music publisher advances are not as large as the

publishers say they are, and they are not nearly as significant to the careers of songwriters as they

claim.

324. As to the size ofmusic publisher advances, the Copyright Owners give a wide

variety of numbers, ranging from typical advances of $40,000 to.$50,000 for Famous

songwriters to advances ofup to $ 1 to $2 million in the case ofpop and urban songwriters. CO .

PFF 308. But what the Copyright Owners fail to disclose is that a ldrgd portion of these

advances do not go to songwriters at all, but rather are advances on catalog or administration

deals. As Terri Santisi explained, these types of advances,are not given to, support the creation of

new works at all, but are simply given as an advance payment on an earnings stream of already-

existing i/horkz that is already well-established by the time.the music publisher gets involved.

RIAA PFF Section II.E.2.d.i. Deals of this nature can be a significant portion of a publisher'

portfolio—for example, [~] ofWarner/Chappell's worldwide catalog is administered. RIAA

PFF $ 443; Santisi WRT at RIAA Ex. 126-RR at 4, RIAAl Trial Ex.l78t Thus, tlie atnount that

the music publishers actually advance to further the writiiL'g o'f songs is'far less than: the

Copyright Owners would have this Court believe.

325. Moreover, many of these advances go to writers who need them the least—writers

that are either already well-established or who have already signed a record deal or,released an

album. For example, Irwin Robinson of Famous M'usic testified that the largest deal Famous

made was a $ 15 million advance to recording star Shakira—after she already, had a,hit album.

1/31/08 Tr. 965:12-20 (Robinson). And as the Copywriter Owners themselves candidly admit, » .'~
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publishers generally give bigger advances to songwriters under contract with a label, and they

frequently tie those advances to the commercial release of albums. CO PFF 'It 306-307; PJAA

PFF 1'64-467. Advances that are structured this way do not support songwriters in the initial

phases of their career—to the contrary, they leave to record companies the increasing

responsibility to do just that.

326. Perhaps the best indication of the paltry contribution the music publishers make

with their songwriter advances is that they regularly recoup as much as 90 percent of these

advances year after year, as Terri Santisi documented in her report. RIAA PFF 1'73-483.

Given that the vast majority of new artists fail, one would expect that anybody in the music

business who is regularly placing bets on the success of new artists and songwriters with no track

record of success would recoup a far lower percentage of their advances. And, indeed, as Ms.

Santisi testified, the record companies have recoupment rates that are much lower. RIAA PFF It

463. The fact that the music publishers are regularly recouping far more of their advances can

only mean one thing: unlike the record companies, they are not taking substantial risks with

unproven talent.

327. Notwithstanding the painstaking detail with which Ms. Santisi demonstrated the

advance recoupment rates of the publishers, the Copyright Owners persist in contending that the

publishers have low recoupment rates. For example, they tender Mr. Faxon's testimony that at

year end 2005, EMI MP estimated that approximately[~j out of [ j in

outstanding advances would not be recouped. CO PFF $ 316. The Court should not be misled

by this testimony. As Ms. Santisi explained, the [~] is a gross figure made up of two

different components: (1) newly-made advances that are too new to be recouped; and (2) older

advances that have not been recouped and likely never will be—a figure which has been
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accumulating on EMI MP's books for years and which is camed forward from year to year.

1/30/08 Tr. 602:5-15 (Faxon); see also 1/30/08 Tr. 602:,10-',13 (Faxon) ("Q. This is the place

where all the bad decisions people have made over the years pile iup iand sit? A. Yes, I'm afraid it

is."). It is not surprising to hear that half of this total figure is considered unlikely to be

recouped, but that says nothing about the percentage of EMI's total advances that are recouped.'28.
Lest there be any doubt about EMI MP's recoupment rates, RPFF Figure 5 below~

an excerpt from EMI MP's books, shows it in black and white. Line 42922 of that exhibit]

which is outlined in black, shows the "TOTAL ADVANCES". made by. EMI MP. in.each yleatj,

beginning with FY 2007 on the left and ending with FY 2000 on the right. Line 42924, also',

outlined, shows the "TOTAL RECOUPMENT" for eac'h o'f those years'. Simple math—

performed by Terri Santisi in her testimony and utterly unchallenged by the Copyright Owners,

during Ms. Santisi's cross examination—shows that for the eight-year period in question, EMI

MP made [ ] in gross advances and reco)pe) a forsji op[ ], or 91.0%

of the total gross advances. Santisi WRT at 14, RIAA Trial Ex. 78.

RPFF Figure 5 -RESTRICTED
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i  329. As RIAA showed in its proposed findings, similar problems plague the Copyright

Owners'ther efforts to show low recovery rates. For example, the Copyright Owners claim

that BMG MP has written off approximately 55% of its advances, CO PFF $ 316, but as RIAA

has already showed, this is contradicted by BMG MP's books and records and appears to be

based on the same misleading comparison as the EMI MP number. RIAA PFF $$ 478-479

(showing that Mr. Firth's testimony, like that of Mr. Faxon, appears to have compared the

outstanding balance at any one time with the total amount of advances written off over many

years). Similarly, the Copyright Owners point to Dr. Landes's testimony about the purported

low recoupment rates for EMI MP, but his evidence too was weak. Although Dr. Landes

suggested in his testimony that he was examining the percentage of EMI MP's advances in 2002

that had been recouped by 2006, he admitted on the stand that he was including advances made

in 2003, 2004, 2005 and 2006 as well—advances that would naturally have a much lower chance

of being recouped by 2006. RIAA PFF $~

476. Indeed, even Dr. Landes admitted that his

phrasing on this point had been "ambiguous." 5/20/08 Tr, 7360:4-7 (Landes}.

330. Creative Support to Songwriters. The Copyright Owners discuss the creative

support that publishers give to songwriters, but there is slight evidence of this. The Copyright

Owners proffer a largely descriptive evidence of the type of work they do for their writers, but

their evidence is almost entirely bereft of anything that would quantify these efforts. And the

few numbers they do offer shows that their contribution is in fact very smaH. The Copyright

Owners discuss the $ 100,000 studio that one of the publishers built for its writers, CO PFF

~[ 319, but the record companies regularly spend many times over for the recording costs ofjust

one of its artists alone. See, e.g., RIAA PFF ':J 457 (discussing [ ] recording fund that

Atlantic Records established for James Blunt). And the Copyright Owners mention that BMG
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MP had two employees dedicated to facilitating co-Ariting iopjbortunities, CO PFF, $ 320, but that

utterly pales in comparison to the A&R staffing at major record companies, Spe 2/14/08 Tr.

3444:16-18 (Kushner) (there are 20 people in the A&R department ofAtlantic Records, which is,

just one of the Warner labels).

331. In fact, as RIAA demonstrated in its proposed findings, the rise of the singer- i

songwriter means that the record companies are playing a much larger role in the actual writing

of songs than they used to, taking over roles that used to be held by the publisher, Spe generally,

RIAA PFF Section V.C.3.b. Moreover, as Dr. Teece explained, even for those recording artists

who do not write their own songs (e.g., many in the pop, R&B, and country genres), the role of',

finding songs to record is performed primarily by the A&R staffs managers aiid record producers

who are working with the recording artists, albeit with input 6'om publishers. Teece WDT at

105, RIAA Trial Ex. 64. And as Michael Kushner explained, producers, funded by record

companies, often work with artists to write tracks to.be used on albums. And much of this works

is done in the studio, paid for by the record companies.and supervised by their A&R

departments. Kushner WDT at 6-7, RIAA Trial Exi 62

332. Promoting Songwriters ''orks. The Copyright Owners talk about how

publishers promote songwriters'orks, but this passage of theirs proposed, findings is also ilargely

descriptive and bereft of quantitative analysis. And again, the little quantitative analysis that the

Copyright Owners do provide only proves tuAA's case. The Copyright Owners note that EMI

MP, until last year the largest publishing company, spent [ ] on development and

promotional activities in 2006. CO PFF $ [
332. But as RIAA pointed out in its findings, this.

figure is absolutely trivial in comparison to the marketing and promotional spending of the

record companies. See RIAA PFF $$ 452-453 (the largest record company, Universal, spent
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[ ] in marketing, in additional to[.,] in marketing overhead, in 2006

alone).

333. Moreover, as RIAA noted in its proposed findings, record company producers and

AAR personnel are increasingly taking over the principal tasks of- finding songs for their artists

to record. Indeed, time after time, record company executives say that they rarely get calls from

music publishers seeking to promote songs. See RIAA PFF $ 1280 (Barros); RIAA PFF $ 1280

(Emmer); RIAA PFF $ 1283 (A. Finkelstein). And as~ has explained, this is precisely why

songwriters are willing to pay music publishers less of a share of their royalties than ever

before—because songwriters, thanks to their direct ties with record companies, are now finding

the promotional efforts of publishers to be less relevant. RIAA PFF $ 1284; 1/29/08 Tr 505:15-

507:5 (Faxon).

334. Providing Administrative Support to Songwriters. Finally, the Copyright Owners

tout the music publishers'dministrative support for songwriters, such as administering licenses

and collecting royalties. As with most of their other contributions, these are also not quantified.

But there is certainly every reason to think that the expenses of these activities are minimal. For

example, the Copyright Owners say that "[a]mong the most important administrative duties is

copyright registration, including with the U.S. Copyright Office and international collecting

societies." CO PFF $ 334. Yet U.S. copyright legislation requires only submission of a simple

form and payment of a small fee, 37 C.F.R, $ $ 201.3, 202.3, and the amount the publishers

appear to spend on this activity is minimal — according to the records of EMI MP, copyright

registration cost a total of [ ] in FY 2000 and j: ] in FY 1999, apparently the only

two years these expenses were tracked. RIAA Trial Ex. 8 at CO04024791 at line 4125400.
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3. Thanks to Their Multiple Streams of Revenues and Little Spending,
Music Publishers Take Few Risks with Tiheir Capital.

335. As RIAA has shown in its proposed findings, record company risk far surpasses

music publisher risk. This is for a number of reasons. For one, music publishers have been

insulated from declining music sales by the recent lockstep increases in the mechanical royalty

rate. RIAA PFF Section II..E.2.a.i. Second, musiic publishers have been able to count on greatly

increasing revenues from nonmechanical liines of revenues, giving them a largely cast-free

infusion of cash for the:ir bottom lines. RLKA PFF Sections II.E.2.a.ii k II.E.2.d,iv. Third,

music publishers have very little overhead or other expenses,,other than songwriting advances.

RIAA PFF Section II.E.2.d.ii. Fiinally, music publishers structure their relationship.; with their

songwriters to ensure that they invest money only when those songwriters have hown a high

likelihood of success, such as when they sign a record deal or release an album. RIAA PFF

Section II.E.2.d.iii.

336. Notwithstanding this evidence, the Copyright Owners still persist in contending

that music publishing is not less risky than the recorded music business. ( 0 PFF Section

XV.E.5. But their arguments have!little merit.

337. The Copyright Owners first take issue with Dr. Teece's analysis of the relative

volatility of EMI's recorded music and publishing businesses. CO PFF 'tl'( 790-793. The

Copyright Owners'ain complaint is that EMI is a bad example because EMI Music's

performance lagged the rest of the industry. CO PFF '~[ 792. But a. RIAA showed, the results

are the same no maffer what companies one examines. Terri Santisi's analysis showed that

throughout the 2000-2006 period, the profit margins and revenues of the major publishing

companies remained exceptionally stable. Indeed, every major publisher had positive profit

margins in every sing1e year, and every major publisher had double-digit profit margins in all but i
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one year. RIAA PFF $ 436. By contrast, record company profit margins have been far more

volatile. Indeed, even on an aggregated basis—i.e., one that would smooth out large swings in

one company's profits or another's—the profit margins of the major record companies have

varied more wildly than any one of the major music publishers. See RIAA PFF tt 1324; Benson

WRT at 8 k Figure 1, RIAA Trial Ex. 82. On an individual basis, of course, record company

profit margin volatility far exceeds that of the publishers. RIAA PFF $ 1324.

338. The Copyright Owners'econd critique of these conclusions is that record

companies have simply "chosen to rely on an inherently risky business model." CO PFF $ 796.

Presumably the Copyright Owners think that record companies could simply decide not to take

any more risks with their capital, and invest only in artists who are established or who are

otherwise somehow "safe." But that makes no sense. Taking risks on unproven artists, even if it

means losing money more often than not, is precisely what enables record companies to make

the tremendous contributions that they make each day to the rich fabric of American music.

Presumably the Copyright Owners would rather the record companies become more like

modern-day music publishers, collecting catalogs and investing only in proven artists and

otherwise running their companies like annuity businesses. But that would serve nobody'

interests, least of all songwriters and music consumers.

339. Moreover, that the record companies face greater risks than the music publishers

demonstrates, as Dr. Slottje explained, that the returns being earned currently by record

companies and music publishers are upside-down, driven in part by the excessive statutory rate.

As Dr. Slottje explains, basic economic theory predicts that the party that organizes all of the

resources and takes the most risks (the record companies) should earn the greatest profit margin.

Slottje WRT at 12-13, RIAA Trial Ex. 81. In the current market, however, the reverse is true—
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record companies take far more risk, but earn far less in terms of profit margin than music

publishers.

4. Piracy Affects Music Publishers Far Less 'Khan It Affects Record
Companies, and Music Publishers Contribute Far Less to the Fight
Against Piracy Than Record Companies.

340. The Copyright Owners say that "piracy has had severe and adv'erse eQects on

songwriters and music publishers," CO PFF $ 801, but the evidence presented by RIAA in its

proposed findings made clear that the effect ofpiracy on music publishers is actually far less'han
it is on record companies. As RIAA explained,~ this is for hvo reasons. First, the rising 'echanicalroyalty rate has insulated music publishers from the wor'st effects ofpiracy because

mechanical royalties have stabilized since 2002 and'are'ow on the rise—iluite uiilike the

situation experienced by record companies. RIAA PFF Section II.E.2.a.i. Second, the music

publishers'kyrocketing revenues from performance and synchronization—revenue str'earns that

are unaffected by piracy—have given the music publishers a level ofprotection against piracy

that the record companies do not enjoy. RIAA PFF 'IV.'E.2.b.'41.

The Copyright Owners suggest that they "have made significant efforts to fight

piracy," CO PFF Section XV.E.6, but they fail to quantify those efforts. The only thing they are

able to say is that they have been actively involved in high-profil'e piracy lawsuits and that they

have taken a lead role in one of them. CO PFF $ 800.

342. But in fact, as RIAA showed in its proposed findings, the actual amounts spent on

anti-piracy activities are considerably different for the record companies and the music

publishers. RIAA's antipiracy spending between 2000-2006 was about $ 174 million, or an

average of about $25 million per year, Bassetti WDT at 14, RIAA Trial Ex. 68, and spending

during that period has increased year-to-year. 2/20/08 Tr. 3927:21-3928:3 (Bassetti}. By

144



PUBLIC VERSION

contrast, the total amount that the NMPA spent on all litigation—including anti-piracy as weH as

other actions, such as this one—was roughly $5 million in 2005 and $8 million in 2006. RIAA

Trial Ex. 18 at 3; 1/31/08 Tr. 1036:12-15 (Robinson). See generally RIAA PFF Section V.C.S.c.

D. The Digital Music Marketplace

343. The Copyright Owners contend that a decreased rate is not necessary because,

according to them, the digital market is not nascent and does not need encouragement to develop

in the future. CO PFF Section XVI.C. Their enfire position, however, is centered on the growth

of Apple's Itunes Store. Even if true, the only thing the Copyright Owners'rguments would

prove is that Apple has developed its company, not that the digital marketplace is fully

developed.

344. DiMA discusses other companies in the market for digital music distribution.

DiMA PFF Section V.A. By contrast, in the entire Section XVI.C in which the Copyright

Owners contend that the digital music marketplace is well-developed and no longer nascent,

there is but one solitary paragraph mentioning any digital music service other than Itunes. CO

PFF $ 835. There is no discussion about whether the market conditions are such that entry and

exit of new services is encouraged. Rather, the Copyright Owners rely on the rather obvious fact

that if Apple's Itunes does not have 100% market share, then that means that other services exist.

The Copyright Owners overlook the undeniable basic notion that the success of one company

does not itself determine the development of an entire market.

345. As RIAA has discussed elsewhere, the very purpose behind Section 115 is to

encourage new entrants into the market for the use and distribution of music. RIAA COL

Sections I.A & II.A.l. Thus, the Copyright Owners tiresome refrain of "Look to Apple" does

little to satisfy the concerns of Section 115's statutory objectives. This refrain merely suggests,
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if anything, that the coming years will be crucial for the digital marketplace to determine whether

new digital music services will be able to meaningfully enter the market for permanent

downloads. The purpose and history of Section 115 therefore requires this'Co'urt to be especially

sensitive to encouraging the growth of the digital market.

346. Given the economic reality that the diigital marketplace is still developing and

there can be little certainty about the entry and exit ofnew digital. music: services, there is no

evidence in the record to suggest that the party that will ultimately bear the brunt of any

purported rate increase is anyone other than the record companies. As detailed in PJ:AA RPFI."

Section IV.B, this past decade has been a diffi,cult one for the record companies and those harsh

economic conditions w:ill c,ontinue into the future. Vowing full well that the rec,ord

conclusively estabhshes that the record companies have suffered greatly, the ( opyright Owners

have shrouded their request to make the record companies suffer more behind their claim that a

fully developed digital market can absorb the loss.

V. THK STATUTORY FACTOR ANALYSIS SUPPORTS RIAA'S RATE AND
TERMS PROPOSAL.

347. The Copyright Owners have presented no proposed findings of fact with respect'o
the four statutory factors set forth in Section 801(b). Rather, they have advanced

noncomparable benchmarks and simply ignored that Section 801(b) compels the Judges to

analyze the statutory factors to determine whether and how they counsel in favor of adjustiing the

benchmark rates.

A. First Objective -- Mlax'imizing the Availability of Creative XVorks to the
Public

348. The Copyright Owners have failed to demonstrate that an increase in the

mechanical rate is needed to maximize the availability of creative w'orks to the publiic, or that
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lowering the rate will reduce the availability of creative works to the public. Indeed, the

Copyright Owners barely even consider the first statutory factor in their Proposed Findings of

Fact. To the extent that they address this factor at ail, the essence of their argument is that "an

increased mechanical royalty rate hkely will increase not only the number of songwriters, but

also the number of musical compositions produced." CO PFF +~ 283.

348. This argument fails for several reasons, not the least ofwhich is that the purpose

of Section 801(b)(1)(A) is not to maximize the number of songs written; rather, its purpose is to

maximize the availability ofcreative works ro rhe public, The Copyright Owners do not come to

terms with the reality that songs are only made available to the public if they are recorded and if

those recordings are marketed and distributed to the public—invariably by record companies.

VA'thout record companie, songs are not made available to the public, even if a million more

songs are written today than yesterday. MAA PFF $$ 1108-1113.

349. Even assuming that a higher mechanical rate would increase the flood of songs

that are already being written and offered to record companies—and that supposition is not

supported by the evidence—the additional cost imposed on record companies will only cause

them to reduce the production of recordings. If record companies cannot cover their costs, the

incentive to produce new recordings is diminished and in the end, record companies, publishers

and songwriters alike will be worse off. 2il9i08 Tr. 3648;9-19 (Teece} (explaining that this is

not a "zero sum" game and unless the record companies can succeed, no one in the chain of

production will succeed); see also 2/11,:08 Tr. 2502:9-22 (Landes) (admitting that in applying the

thirst factor, one also has to consider the dechne in recordings because that affects the availability

of new songs to consumers),
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350, There is absolutely no reason to believe that there is a shortage of songs. In fact,

there are literally millions of songs availabl.e to be recorded. RIAA PFF $tt 74-79, 510-511.

Rather, as the unrebutted evidence shows, the problem i) thlat the current mdchmical royalty rate

is already imposing substantial limits ori the number of albums being recorded and the number df

songs being included on new albums. lutist rosters are being cut, RIAA PFF $tt 1117-1119,

fewer albums are being released, RIAA PFF tt( 1120-1121,'nd fewer trhcks are being included

on albums. RIAA PFF g 1122-112,5. As Glen Barros put it, "Mechanical royalties are one of

our most significant cost items, and at 9.1 cents per track, we often need to limit the number of

tracks we put on an album because of excessive mechanical royalty costs," Barros %DT at 0,

RIAA Trial Ex, 74. Raising the mechanical rate will only exacerbate'his problem and decrease

the availability of creative works to the public,.

351. The Copyright Owners do not dispute that the supply of new recordings is

decreasing under current market conditions. 2/11/08 Tr. 2502:20-22 (Landes). Indeed, they note

that trends in the market "have led to fewer business opportunities for songwriters" —*i.e., fewer

opportunities to get their songs recorded. CO PFF $ 240. Nor do the y deny that there is already

a massively larger supply of songs than is needed to fill every album recorded. Faxon WDT at

42, CO Trial Ex. 3.

352. Their answer seems to be that what is missin'g is a sufficient.»upply ofquality

songs. CO PFF tt 285 ("Increasing the mechanical royalty rate will also improve the quality of

songwriters'ompositions."). But that again ignores the express language of Section

801(b)(1)(A), which seeks to maximize the "availability" oflcreative Works to the pub1ic, not to

maximize the quality ofcompositions.
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354. In any event, there was no showing at trial that there is any shortage of high-

quality songs. Indeed, the evidence is to the contrary. Teece WDT at 84, RIAA Trial Ex. 64

("No AkR executive with whom I spoke was aware of any difficulty in finding an appropriate

song when one was needed.") Nor is there any credible evidence that improving the quality of

compositions would result in more recordings being made available to the public, or that an

increase in the mechanical rate will improve the overall quality of the songs that are recorded.

Since most new songs that get recorded were written by the artist performing them, there are

already very substantial incentives, even apart from mechanical royalties, for the writers of those

songs to do as good a job as possible. And it simply is not credible that artists who stake their

careers on each new release are not writing the best songs they can.

355. Even for pure songwriters not driven by a desire to produce their own high-

quality recordings,. the evidence suggests that their incentives to create quality material would

not be significantly affected, one way or the other, regardless of whether this Court raises or

lowers the mechanical rate. There is already an over-abundance of songs being offered in the

marketplace, for at least two reasons.

356. First, songwriting is an activity that people enjoy regardless of the monetary

compensation they may receive. Hedonic wage theory makes clear that nonmonetary

motivations play a major role in diverting people from some jobs and into others. RIAA PFF

[
1165-1170

357. Drawing on a reference in the 1981 CRT decision to "psychic rewardtst," the

Copyright Owners argue that these kinds of nonmonetary motivating factors should not be

considered in setting the mechanical rate under the factors set forth in section 801(b)(1). CO

PFF tt 772. But that is clearly wrong, Under the first statutory factor, the Court" s job is to assess
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whether the rate needs to be adjusted to maximize the availability of creative works to the public.

Any causal factor that af'fects the availability of creative~works, therefore, cannot be ignored.

The 1981 CRT decision did. not hold that Section 115 balrs tIhe borlsidleratiori of psychic income

in evaluating songwriter incentives. Rather, the CRT indicated that psychic reward cannot be the

only reward offered. l 981 .Mechanical Ratie Determination, 46 Fed. Reg. at 10479,

358. Moreover, in free markets, hedonic wages, also known as psychic income, are not

ignored. As Professor Slottje explained, employers seeking to fill dangerous or unpleasant jobs

in the free market have to pay more. The converse is also true. Slottje WRT at 23, RIAA Trial

Ex. 81. See also RIAA PFF $'( 1166-1168.

359, The Copyright Owners also claim that Professor Slottje'. testimony about hedonic

wage theory lacks empirical support., CO PFF $$ 772-775. But it does not require an extensive

empirical study for an economist to testify that one of the factors affecting participation in a

given form of employment is the non-financial benefits participants feell.. Nor is such a study

required to conclude that the non-financial benefits of songwriting are relatively large. And even

if it were, Professor Slottje cited statistics that quantify some of the non-monetary benefits of

songwriters, and research . bowing that artists value higlhlyl thk psychic income of having their

creative works performed and.'ppreciated.. S]lottje AVRT at 23, RIAA Trial. Ex. 81. See al. o

RIAA PFF $ 1169.

360. But the strongest evidence supporting the heddnid wage',theory, comes from the

songwriter witnesses themselves. As set forth in RIAA Proposed Findings of Fact, the

songwriters presented extensive testimony that they do not write songs just to make moneV arid

that they obtain other non-monetary benefits from it. RIAA PFF $ 1170.
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361. Second, lowering the mechanical royalty rate is unlikely to decrease the

availability of creative works to the public because songwriters are motivated much less by their

immediate earnings than by the small chance that they will achieve huge success. The Copyright

Owners dispute this fact, calling it "contrary to the most elementary principle of economics."

CO PFF $ 777.'ut their own primary economic expert, Dr. Landes, unequivocally testified

that "one thing you'e doing as a songwriter is looking at the prospect that you'e going to be a

very successful songwriter. It's a little bit like drilling for oil...." 5/20/08 Tr. 7344:7-10

(Landes). Professor Landes added that the "main effect" of a rate increase on the incentives

experienced by the vast bulk of songwriters would be caused by an increase in the value of

winning the "tournament" and becoming highly successful. 5/20/08 Tr. 7345:14-18 (Landes). In

fact, the songwriter witnesses testified that they fully understand that there is little chance that

any given song will become a hit and, at the time the song is written, do not know whether it will

be a hit or not. RIAA PFF $ 1184. And yet they still keep writing because, as Dr. Slottje

testified, they hope to win the tournament.

362. As Professor Slottje pointed out, given how lucrative it is to become one of the

songwriting elite who earn millions of dollars, there is little reason to think that the incentives

experienced by the vast bulk of songwriters would be meaningfully affected by an increase or a

decrease in the mechanical rate. RIAA PFF ltd 1181-1183. Certainly the Copyright Owners

made no effort to show that the supply of quality songs would be measurably affected if the

annual mechanical royalty income of the top 1% of songwriters, estimated by Dr. Landes to be at

'6 The Copyright Owners claim that Dr. Slottje "conceded" that tournament theory is "contrary
to the most elementary principle of economics that supply increases with price." CO PFF $ 777.
That is a fundamental mischaracterization of his testimony. Dr. Slottje did not state that
tournament theory contradicts principles of economics.
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least a half a million dollars and often much more:, Landes WRT at 9, CO Trial Ex. 406, were

increased.

363. In addition, the Copyright Owners'upposition that quahty will rise with ail

increase in the mechanical rate seems to presuppose that such, an increase will in fact cause the

income of individual songwriters to increase significantly.i CO PFF $ 226 ("Ms. Sharp explai:neddy

that '[ijt is extremely difficult, if not impossible, for songwriters to produce quality songs when

they are focused on how to pay the bills.'"); CO PFF $ 285 (".Ms. Sharp expla.ined that even an

increase of a penny in the mechanical royalty rate would help her 'to make artistically driven

choices rather than financially driven choices..'"). But as Dr. Landes acknowledged„ there is

every chance that an increase in the rate, even if it does induce more people to spend more time

writing songs, will just cause the increasecl. payments made by the record companies to be spread

among more writers, dissipating any individual benefit., 5/20/08 Tr. 7287:9-14 (Landes).

364. This dissipation effect would combine with the reality that there are already many

more songs than there are recording opportunities, which causes songwriters to accept

discounted mechanical rates to get their songs recorded. Because that would not change, some

of the effects of any rate increase would be blunted by continued, and likely increased,

discounting, although discounting would also continue to be limited by the transaction co&ts 6f 'egotiatingdiscounted rates.

365. For all of these reasons, the Copyright Owners'rguments about creating needed

incentives for songwriters are entirely misplaced! and do not justify raising the mechanical rate to

satisfy the first statutory objective. To the extent that the first statutory factor suggests any

adjustment of the rate, it supports a reduction.
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B. Second Objective — Fair Return to the Copyright Owners and Fair Income

to the Copyright Users Under Existing Economic Conditions

366. The Copyright Owners do not present a single proposed finding of fact that

purports to address this factor, and with good reason. A rate decrease is compelled by existing

economic conditions in the music industry, in which sales and revenues for the record companies

are declining while songwriters are prospering and music publishers are enjoying record profits.

RIAA PFF Section V.B.l. Moreover, balancing the need for a fair return for the record

companies against the need. for a fair income for songwriters and music publishers also compels

a reduction in the rate. The record companies cannot earn a fair return at present rates because

the statutory rate is now a higher percentage of the wholesale price of CDs than ever before,

causing record companies to struggle with their bottom lines. RIAA PFF Section V.B.2.a.

Meanwhile, songwriters and music publishers are earning far in excess of a fair income because

the present rate structure has insulated them from royalty decreases even while the retail price of

music is in a free-fall. RIAA PFF Section V.B.2.b.

1. Existing Economic Conditions Confirm the Need to Decrease the
Mechanical Rate.

367. As RIAA explained in its proposed findings, the "existing economic conditions"

that the statute provides should be controlling are as follows:

In recent years, the mechanical and total royalty income streams of publishers and
songwriters have held steady or increased, as the revenues earned by record
companies on sales of recordings have plummeted.

Publishers continue to earn very high profit margins, usually in the range of 25-

30%.

The reported profit margins of record companies are much smaller than those of
the publishers, and the profits in the aggregate reported on the record company
PALs do not account for all the restructuring charges the record companies have
taken in recent years— restructuring charges which the publishers have not
suffered.
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Songwriters'verage income from mechanical royalties has increased well above
the rate of inflation since 2003.

Retail and wholesale prie,es for sound recordings (especially CDs) are and
continue to decline.

~ Record companies have cut all of their costs, but have been unable to reduce the
cost of mechanical royalties. It is the one cost that has increased in absolute termsi
since 1999.

Mechanical royalti.es are a greater percentage of total wholesale revenues and per
unit wholesale revenues than at any point in recent memory.

The U,S. statutory mechanical rate has gone from being one of the lowest in the
world to one of, ifnot the, h.igh.est in the world.

See RIAA Reply PFF Section U.B.1.

368. As to the record companies" sales and revenues, the Copyright Owners could not,

and do not, meaningfully dispute that retail sales are plummetiing and that wholesale revenues are

likewise continuing to fall. The Copyright Owners do suggest that things will improve in the

near future, but as RIAA has amply explained, these arguments have little basis. For example,

the Copyright Owners suggest that t'e current downturn is just like every other past cycle of

technological change. But as the record demonstrates, the 'downturn is far worse and far more

long-lasting and transformative than any format change. in recent history. RIAA RPFF Section

IV.B.1. The Copyright Owners also point to rising digital rev'enues,'u't they ignore the fact that

those digital revenues aire rising nowhere near fast enough to replace falling physical sales„

RIAA RPFF Section IV.B 4.a

369. As to songwriter and music publisher revenues, the Copyright Owners also do not

seriously challenge RIAA's presentation. The Copyright Owners contend that music publishers'echanical

royalties have declined since 2000, but they do not rebut RIAA's showing that

thanks to rising mechanical royalty rates: (a} this decline was minimal at best:, (b} since 2002 or
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revenues, if any, was far less than the drop in record company wholesale revenues. RIAA RPFF

Section IV.C.1. Nor do the Copyright Owners even attempt to challenge RIAA's conclusion that

music publishers'evenue is skyrocketing when other forms of revenue, including performance

and synchronization, are taken into account. Songwriters'oyalty revenue continues to grow at a

steady rate faster than that of infiation. Although the Copyright Owners suggest that songwriter

revenues are in decline, the evidence wholly rebuts that assertion. RIAA RPFF Section IV.A.

370. As to record company costs, the Copyright Owners have suggested in their

proposed findings that record company costs other than mechanicals have been on the increase,

but that is based on a deceptive manipulation of the numbers in the record. In fact, as RIAA has

pointed out in these findings, since 1999 the record companies have reduced their expenditures

in every single category of costs except the one over which they have least ability to control,

namely mechanical royalties. RIAA RPFF Section IV.B.2.

371. As to wholesale and retail prices, RIAA showed that prices have declined, and the

Copyright Owners do not, and cannot, offer any evidence to rebut that conclusion. Nor can they

rebut the conclusion that the ratio of mechanical royalties to the wholesale price has been

steadily rising, and has now reached a historic high. See RIAA RPFF Section IV.B.2.

372. Finally, as to profit margins, the Copyright Owners offer no evidence whatsoever

to rebut RIAA's showing that music publishers have enjoyed steady margins in the 20-30 percent

range, and that those margins are orders of magnitude higher than the margins music publishers

had when the CRT considered mechanical royalty rates in 1980. As to record company margins,

the Copyright Owners'uggestion that the record companies have earned "record profits" is

wholly belied by Mr. Benson's summary of record company financials as well as the concession
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by their own economic witness that the cost of record company restructurings has exceeded the

total profits earned by the record companies since 2001. RIAA RPFF Section IV.B.3.

2. A Fair Return for Copyright Owners and a Fair Income for
Copyright Users Must Equitably Divide the Profits of the Music
Industry Between Copyright Owners and Record Companies.

373. Given these undisputed facts, there is every reason to conclude that the balance

between the returns earned by publishers and songwriters and the incomes earned by record

companies has gotten out of whack, requiring a reduction in the mechanical rate.

374. In 1981, when the situation was precisely the opposite, with record company'rofitsand revenues shooting up while publishers and songwriters were not keeping up, the CRT

ruled that this provided a basis for a substantial increase in: the mechanical: rate. The statutory

standards should work both ways. RIAA PFF $$ 1453-57. The Copyright Owners do not rebut

that times have changed in this way since 1981—indeed, they seem to make this very poirit iii

their own proposed findings. CO PFF $$ 665-666 ("The recorded music market has

fundamentally changed since the CRT's decision in 1981.").

375. Generally, the balance between copyright owner returns and copyright user

income is maintained by the application ofmarket forces. 'rid there is'irect evidence here that

the parties before the Court are routinely entering into voluntary 'agreements specifying

mechanical rates well below the current 9.1 cents per track. Wildman WRT at 37-38, RIAA'rial
Ex. 87. Those agreements speak volumes about what level ofroyalty provides both a fair

return to the Copyright Owners and a fair income to the record companies'.

376. Certainly the fact that the publishers and songwriters are continuing to prosper,

even though the average effective mechanical rate is at'east two'ents lower than the statutory
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rate, Wildman WRT at 37-38, RIAA Trial Ex. 87, should allay any concern that lowering the

statutory rate will unduly harm the interests and returns of the Copyright Owners.

377. Indeed, such a reduction may ultimately benefit all concerned. It should not be

assumed that "returns to the copyright owner and income to the copyright user are necessarily

inversely related." Teece WDT at 87, RIAA Trial Ex. 64. Because the returns of the publishers

and songwriters depend on the ability of record companies to make and sell recordings, one

would expect "the highest returns to the copyright owner to occur where the copyright users (the

record company) are also earning a 'fair income,'" Teece Wl3T at 87, RIAA Trial Ex. 64.

C. Third Objective — Relative Contributions to the Product Made Available to

the Public

378. The evidence makes clear that when it comes to contributions, investments and

risks—the considerations included in the third statutory factor—the record companies lead the

way. The Copyright Owners love to quote the NSAI's motto, "It all begins with a song." See

CO PFF ltd 216, 765. They ignore that after the song is written, the contributions of the

songwriter and music publisher end. Even though an almost innumerable number of steps

remain in order for a song to develop into a successful sound recording that the public will buy,

it is the record company, not the songwriter or music publisher, that makes the critical

contribution at each of those steps (and, in fact, the record company increasingly plays a role in

writing the songs as well, see RIAA PFF 'ltt 1278-1284). For the rest of the process of creating a

sound recording, marketing it, manufacturing it and distributing it, the songwriter and music

publisher sit on the sidelines, collecting checks from the first sound recording sold, while the

record company continues to invest, whether the record is successful or not.

379. Indeed, it was not really disputed at trial that the contributions, investments and

risk of record companies dwarf those of the Copyright Owners. RIAA PFF tt 1319. Nor do the
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Copyright Owners offer any meaningful evidence rebutting RIAA's proposed factual findings. It

follows that if any adjustment off of benchmark rates is made to take this statutory factor into

account, it should be an adjustment downward.

1. Creative Contribution

380. As discussed in RIAA's Proposed Findings of Fact, there are various creative

contributions in the chain of events that go from the writing of a song to the sale of a recording.

RIAA PFF ptt 1274-1285. While it is difficult to value creative contributions in the abstract, to

the extent that one looks at market valuation,:it is clear that the rare and therefore more valuable

contributions are those made after a song i,s written, when the record company ASAR department'orksto turn it into a successful recording. Songs are more than plentiful. But the resources

and talent needed to make compositions into high-quality and marketable recordings are iri very

short supply. RIAA PFF ft'll 1275-1277.

381. If one compares the creative contributions 0f the record companies and the

publishers, the competition is not even close. When they attempt to show that publishers

contribute creatively, most of what the Copyright Owners ~coine up with is financial support that

they provide to songwriters in the form of advances, plus the publishers'upposedly large

contributions in terms ofpromoting songs once written. CO PFF Section V.B. But to treat

advances as a creative contribution rather than a capital investment .is to engage in double-

counting. Moreover, the larger advances nearly always go to successful singer-songwriters who

are already under contract. with record companies, thus minimizing any risk to the publisher.

RIAA PFF $ 466. And as RIAA has shown, the publishers regularly recoup 90'to of their

advances—proving that they are mostly making "safe" bets in established singer-songwriters

rather than taking risks on unproven writers. RIAA RPFF Section IV.C.2.
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382. The Copyright Owners point to the AS'epartments of the publishers. CO PFF

$$ 15, 296-300. But they are tiny by comparison to the A&R departments of record companies.

RIAA PFF $ 1315. Moreover, their primary function is to scour the country to look for new

songwriters to sign, rather than participating in the creative process. CO PFF $$ 296-297. That

does not compare, in terms of creative contribution, with the record companies'ore function of

matching songs, producers, artists, back-up musicians, etc. to produce creative works that the

public will enjoy and want to purchase.

383. Moreover, even this talent scouting function is grossly exaggerated, because in

many if not most instances, publishers establish relationships with songwriters after they already

are under contract with record companies. RIAA PFF $"t~ 464, 1281. Mr. Firth said that of 42

new songwriters signed by BMG in 2005, 27 had not yet released a commercial record. CO PFF

$ 295. He did not say how many already had record company contracts—and indeed, it is likely

that many did.

384. The music publishers'xaggeration of their talent scouting function is

exemplified by the difficulty the Copyright Owners have had throughout this proceeding in

coming up with examples of successful singer-songwriters that they have actually discovered.

Their most prominent name was Alicia Keys, but that example imploded on them when RIAA

showed that she had actually been signed by a record company first, and that her publisher only

learned of her through an introduction arranged by the label. RIAA RPFF Section IV.C.2. The

next most prominent example was James Blunt, but as RIAA showed, his success depending on

a multimillion-dollar marketing campaign by his record company that even his publisher

conceded was "brilliant." RIAA PFF $ 458. Other examples advanced by the Copyright Owners

related to songwriters who were commercially unsuccessful (Lance Miller), or had already
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achieved financial backing and recorded most of the songs on their first album prior to signing a

publishing deal (Linda Peril), or simply dated from the 1950's (Buddy Holly). RIAA RPE'F'ectionIV.C.2.

385. The Copyright Owners did present some evidence that publishers have creative

professionals who work with songwriters and suggest collaborations,. CO PFF ttf[ 3 1.7-322. But

it is hard to see these ef'forts as particularly significant given the tiny amounts of money that are

devoted to them, as compared to the A&R functions of~record companies. RIAA PFF tt) 1316-

1318.

386. Indeed, 'the industry has evolved to the point where much of the songwritin'g

occurs in a record company's recording studio, facilitated by producers paid by the record

companies. RIAA PFF tt:l 282. Thus, record companit!s are hovt& c6ntribu'ting to the actual

creation of musical compositions, in many cases as much or more than the publishers who will i

be told about the compositions after the recordings are made. RIAA PFF 'll 1283.

387. The publishers'ole in inatching songs with aitists has thus been greatly redu6edJ

particularly outside Nashville:, where pure songwriters and song pluggers do continue to exist.

RIAA PFF tt 1279. The Copyright Owners claim that publishers continue to "promote" songs

and songwriters in all genres, CO PFF tt) .327-328, 783, but their expenditures for this function

are extremely small, both in absolute terms and as a percentage bf their revenues and profits.

RIAA PFF '[[$ 449-453 Moreover, the Copyright Owners provide only anecdotal support for thiis

claim, for example, by discussing how many meetings an individual song-plugger might have a

week, without saying how many such employees there are or whether they have other job

functions as well. CO PFF $'ll 327-328.

160



PUBLIC VERSION

388. The relative lack of creative contribution of publishers in the age of the singer-

songwriter is reflected in the typical split of royalties between publishers and songwriters, which

has gone from 50-50 to 75-25, precisely because songwriters no longer need or receive that kind

of assistance. RIAA PFF $ 1284.

389. Remarkably, the Copyright Owners, in seeking to conjure up reasons why they

deserve relatively more compensation in the form of mechanical royalties, even see fit to

emphasize their efforts to promote songs for use in movies and television shows. CO PFF $$ 18,

329, 331. They continue to argue that synchronization (and performance) revenues of publishers

and songwriters are not relevant with regard to any of the four statutory factors, CO PFF
t~

786,

even as they argue that the much-less-significant performance and synchronization revenues of

record companies are relevant because they increase their ability to pay higher mechanical

royalties, CO PFF $ 420. See also CO PFF $ 336 (describing publishers'fforts to sell sheet

music and song lyrics online, for which non-mechanical royalties are paid).

390. In addition, the Copyright Owners talk repeatedly about the publishers'mportant

work on behalf of songwriters in terms of registering and administering copyrights. CO PFF

g~$ 18, 287, 333-35, 338-40. These services may be important to songwriters, and may be

relevant to the division of royalties between songwriters and publishers, but they hardly

constitute a factor supporting heightened royalty payments by the record companies to the

Copyright Owners. Moreover, the amount they spend on this activity is minimal. RIAA RPFF

Section IV.C.2. This work is simply irrelevant as a matter of common sense and under the four

statutory factors.
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2. Technological Contributions and Qpening New Markets

391. When it comes to technological contributions, as discussed in RIAA PFF Section'.C.5,the record companies have made massive investments in the development and

implementation ofnew technologies for delivery of recorded music to consumers. None of that,

is really disputed.

392. The Copyright Owners claim that the record is devoid of evidence establishing. the

amount of the investment in digital infrastructure, as part of their fruitless effort to claim that

distribution costs are disappearing in the digital age. CO PFF.$ 751. But they. ignore thev'ry'pecific

financial figures provided in the testimony, see RIAA PFF $$ 1351-1353, as well as the .

extensive testimony detailing the types of systems and products that.have had to be developed,

RIAA PFF $$ 1354-1383; RIAA RPFF Section IV.B.4.b. Given.this evidence, it is grossly

inaccurate for the Copyright Owners to claim that the record demonstrates that the record .

companies'osts in developing the digital marketplace have been "minimal," amounting to only

a few thousand dollars a year. CO PFF $ 752.

393. By contrast, the Copyright Owners make no claim to.have made any .

technological contribution whatsoever. See RIAA PFF $ 1387 (citing publisher testimony. that

their function is no different in the digital world than in the world of CDs and cassettes). To be

sure, they take credit for having "played a critical role" in the'evelopment of ringtones as a new

product. CO PFF $ 29„see CO PFF $ 337 ("Music publishers were also integral to the creation

of the ringtone market...."). But closer examination reveals that the critical contribution

consisted entirely of being willing to license their compositions to be used in ringtones sold biy

others, during a period when the publishers erroneously took the position that this use of musical
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compositions is not covered by the Section 115 compulsory license. CO PFF $$ 29, 337. That

hardly counts as a technological contribution.

394. With regard to anti-piracy efforts, RIAA documented that the efforts and

expenditures of the recording industry have been many times greater than those of the iausic

publishing industry. RIAA PFF $$ 1391-1414. The best that the Copyright Owners can do in

response is to point to vague statements about the NMPA serving as a "lead" party in several

cases against companies operating illegal file-sharing operations, CO PFF $$ 102, 799-800—a

status that says little or nothing about the degree of financial or other forms ofparticipation

(which has been minimal compared to the record companies and RIAA). The record is

unambiguous that the publishers have played no role in the fight against physical piracy—i,e.,

unauthorized duplication of CDs. RIAA PFF $ 1414.

3. Capital Investment, Cost and Risk

395. RIAA has already laid out in detail the evidence showing that the investments and

expenditures made by record companies, and the risks associated therewith, dwarf the

investments, expenditures and risks of the music publishers and songwriters. RIAA PFF $$

1285-1347. This evidence could hardly be rebutted and it has not been.

396. Nor has the importance of record companies'ontributions become diminished as

digital opportunities have grown which allow people to showcase their music independently. As

the March 2007 Enders Analysis report explained, even in light of the "explosion in self-

publishing" and the "excitement around the 'internet discovery'" of bands, record companies'ontributions

are still necessary because it "remains extremely difficult for independently

produced recordings to succeed." RIAA Trial Ex. 27 at 15. As the Enders Analysis noted, "'of

the approximately 32,000 new CDs released worldwide each year, only 250 sell more than
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10,000 copies, and fewer than 30 go platinum... only 3% of albums ever sell more than 5,000'opies.'"RIAA Trial Ex. 27 at 15 (quoting Kusek and Leonhard, The Future of,Music (2005), p.

108).

397. The record companies are essential because they provide services that are integral

to the success of artists and that are not otherwise available in the marketplace: "Generally, only

the labels can create the excitement and success of these few iwinners, pay advances to'ttists to

enable them to work creatively and tour, and concoct the promotional campaigns that help citeate

the buzz." RIAA Trial Ex. 27 at 15. In short, even in today's changing marketplace, it is record

companies whose contributions are the key to comme':ial sulccdss. I

398. With regard to music publishers, the best that the Copyright Owners can do is to

throw around various figures from the books of individual publishers about what they spend on

various functions, without any effort to compare those figures to comparable expenditures and

investments of record companies. S.g., CO PFF $ 781'. In fact, ias RIAA chas amply explained, i

the record companies'xpenditures are far, far greater. RIAL RPPF Section IV.C.2.

399. With regard to risks incurred by music Publisher's, the Copyright'Ovtrn6"s Iimglyl

ignore the numerous documents in the record in which music publishers told investors and the

world that they operate low-risk, annuity-like businesses. RIAA PFF $$ '357, 4'39,'232.'he ~

best response they can come up with is to refer to songwriter advances and claim that a. large

percentage of those advances are never recouped. CO, PFF $$ 316, 766, 781. But that claims,

made by both Mr. Firth and Mr. Faxon, is simply false. RIAL PFF $$ 47~5, 479. In fact, as the

books and records of the publishers make clear, evaluating advances and recoupments on a year

by year basis makes clear that publishers regularly redound 90 pdrcelnt 6f%hat they 'spend 'on
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advances—far greater than the 45-70 percent recouped by the record compames. RIAA PFF

Sections II.E.4.d.iii & II.E.2.

400. As for the songwriters, the Copyright Owners do not and cannot claim that they

make financial contributions to the production of sound recordings of any significance. Indeed,

they fail to identify the specific costs they claim are associated with songwriting, other than

living expenses.

401. The Copyright Owners nevertheless claim that songwriters incur substantial risks.

But that is a misleading exercise. There is no disputing that an aspiring songwriter has a low

probability of earning a substantial living from songwriting. Just as Los Angeles is filled with

aspiring actors earning their living as waiters and waitresses while hoping to be the next Tom

Cruise or Angelina Jolie, the music industry is filled with persons of wildly varying talents and

skills who aspire to make millions by writing hit songs but who will never do so. Just as there

are far more aspiring actors than there are lead roles in hit films, there are far more songs being

written than there are spots on an album (especially as album sales and prices decline and record

companies have been forced to cut back on the number of albums released and the number of

tracks per album, see RIAA PFF gtt 180, 204, 207, 208, 251, 1118, 1123, 1125, 1141, 0 1553}.

Yet just because there is a low probability of making millions of dollars as a songwriter does not

mean that songwriters face significant "risk" in the process of making sound recordings available

to the public.

402. In fact, the only "risk" taken by the songwriter is the songwriter's time spent

writing that might otherwise have been spent earning a living by other means. 5/13/08 Tr.

6005:7-2.1 (Wildman). For example, there was no evidence presented that songwriters have

substantial capital at risk in writing a song. To the contrary, the evidence demonstrated that even
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if a songwriter never writes a hit, the, songwriter nevertheless gets to keep his or her entire

advance. These advances, which the Copyright Owners describe as "substantial," CO PFF $ 308,

minimize any "risk" taken by a songwriter in setting aside the time to write songs because the

advance represents a guaranteed stream of income regardless whether the songs end up selling.

And the "risk" taken by the music publi.sher in providing v»rit0rs Kith advances is minimized by

the fact that music publishers do not normally provide these advances to writers unless a record

company has already agreed to invest a large multiple of that amount in. the writer in his oe her

capacity as a performer. RXAA PFF $ 464,. The only party truly exposed to great risk, then, is

the record company.

403. Professor Landes completely omitted songvmiter advances fi'orn his analysis of th~

"riskiness" of songwriting, which is repeated in CO PFF $ 793. See 5/20/08 Tr. 7329:16-7330:2

(Landes) (acknowledging that he failed to report songwriter advances in his study of songwriter'ncome).Because advances are one of the basic means by which songwriters mitigate risk:,

Professor Landes's analysis is completely meaningless 'and should be disregarded in its entirety.

404. The ultimate fact proving that the record. companies'isk is several orders of

magnitude larger is this: everything that the (".opyright Owners describe in their Proposed

Findings of Fact as a "risk*'aken by the songwriter is actually a cost borne exclusiv oly by the

record company. The Copyright Owners write: "As Mr. Galdst()n best summarized. it: 'in

writing a song, there is a risk that it will not be recorded by art artist'or lice'nsed by a record labell.

Even if the song is recorded,:it may not be released. If it is released, it may not be successful,.'"

CO PFF $ 227 (quoting (Jaldston WDT at 4-5, CO Trial Ex. 4). Yet it:is the record company that

bears the cost of recording the album. It is the record company that bears the cost of

manufacturing the album. It is the record company that belars the cost of releasing the album.
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And it is the record company that bears the cost of promoting the album in order to ensure its

success, Once Mr. Galdston has written his song, the only "risk" he faces is whether a record

company is capable and willing to put forth the very substantial funds and effort to make the

record a success. -And Mr. Galdston receives royalties from the very first record sold, while the

costs borne by the record company may take years to be recovered, if they are recovered at all.

D. Fourth Objective — Disruption

405. The Copyright Owners say little in their proposed findings about the fourth

statutory factor—avoiding disruption—except with regard to the choice between a penny rate

and a percentage rate, That is remarkable given the strong evidence that even a rate much lower

than they propose—i,e,, the current 9,1 cents rate—is already causing substantial disruption.

RIAA PFF $$ 1441-1445. The disruption factor thus points strongly toward the need for a

significant rate reduction, regardless of whether that reduction takes the form of a cents rate or a

percentage rate.

406. Certainly it should be clear that any increase in the rate would be disruptive.

RIAA PFF $$ 1446-1452. The rate has already been substantially increased during a period

when the price of recordings, the unit sales of recordings, and the resulting revenues of record

companies out of which mechanical royalties are paid have all been dropping sharply. Even the

Copyright Owners recognize that these events have been greatly disruptive of the recording

industry. CO PFF $ 665 ("As Professor Teece himself observed, 'the recording industry is in the

midst of a significant and sustained disruption of its "structure" and "industry practices."'") The

Copyright Owners did not cause these phenomena, but the fourth statutory factor, much like the

second (fair return/fair income), counsels strongly against ignoring the quite disparate economic

circumstances of the parties before this Court.
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407. The Copyright Owners protest that rei:ord cAmPanP profitability is on the rise and

that mechanical royalties are a small fraction of record companies'verall expense, CO COL '

98, but the facts in the recorc1 amply dispute that. As RIAA has showii, Bruce Benson's 'estimonydemonstrates exactly the opposite: that re'cor'd com1iany margins, far from growing~,

are currently shrinking. RIAA RPFF Section IV.B.3.a. Ak foi mechanical royalties, RIAA has

shown beyond any question that mechanical royalties ate tlute one expense that record companies

have been unable to controli. In fact, all of the record companies'xPenses, including artist

royalties, have declined in absolute terms since 1999. Mechanical royalties, by contrast,

continue to climb upward. RIAA RPFF'ection IU.B.2.

408. The Copyright Owners also suggest that the record companies are unable to show

that higher mechanical royalties would reduce A/kR spending., CO COL ';[ 99, but that is both

untrue and irrelevant. R3AA RPFF Section IV.B..6. It is untrue because, iri fact, trends in record

company revenues and expenditures over the last two decades shrew coriclusively that Akk

spending has risen when the financial situation of: the record companies has improved, and fallen

when the financial situation deteriorates. CO Trial Ex. 41 ht RIAA 0008423. Indeed, as RIAA'as
shown, as the mechanical royalty rate has squee/ed ma~rgitis Nore and more over the last

decade, record companies have had to cut artists rosters to the bone. RIAA PFF Section

II.E.l.c.ii. And it is irrelevant because whether the fun'ds j:o pay for the CopyrightOwners'assive

proposed increase coines from AS:R or marketing or some other record company

activity, it will still undercut activities that benefit record c'omliatties, mtisii. pi'iblishers,

songwriters and music consuirlers alike.

409. With regard to the choice between a percentage and a cents rate, the Copyright

Owners primarily emphasize that a cents rate has been around for nearly 100 years. CO PFF
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t 'll 644. But this reliance on history becomes somewhat ironic when, just a few paragraphs later,

they reject any reliance on the 1981 CRT decision as a benchmark, on the theory that the

recording industry and marketplace went through transformational change beginnmg in 2000 and

are now "fundamentally different" from the past. CO PFF $$ 665-666.

410. They cannot have it both ways. Those transformational changes are precisely the

reason why a percentage rate is much more needed now than in the past. %e are now witnessing

a series of new and unforeseen products and services being introduced into the market on a

regular basis. This kind of innovation depends on the flexibility that a percentage rate provides.

RIAA PFF $$ 1511-1552. Moreover, in the current economic circumstances, the record

companies, faced with stiffcompetition from illegal file sharing and elsewhere, now need pricing

flexibility even for conventional products like CDs, in order to produce the optimal sales

outcomes that will benefit both Copyright Owners and Copyright Users alike. RIAA PFF

Q 1553-1567.

411. The Copyright Owners rely on Roger Faxon's testimony that a percentage rate, or

a substantially reduced penny rate, would require renegotiation ofhundreds of contracts between

EMI MP and songwriters. CO PFF $'ll 645-646. But they ignore the fact that this is a problem

that EMI MP brought on itself solely as a result of its desire to protect itself, at the expense of the

songwriters, from the effects of any decrease in the mechanical royalty rate. That was the only

reason that they chose to specify a particular minimum amount of royalties that EMI MP was

entitled to collect on each singer-songwriter's album, instead ofjust specifying a minimum

number of tracks on which EMI MP could collect royalties per album. RIAA PFF tt 1497.

412. The problem is particularly self-inflicted since EMI MP continued to enter into

contracts with this feature long after RIAA in 2006 proposed mechanical rates using a percentage
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rate structure. The Copyright Owners are entitled, in operating thieir businesses, to bet that RIAA

will not prevail in this case, but they are not entitjled to use such deliberate wagers as

justifications for failing to adopt an otherwise efficient and desirable rate proposal. RIAA PFF

$ 1498

413. In any event, the probleru is easily fixed, and RIAA has proposed a transition

period that would allow it to be fixed. EMI MP need only agree to look only at its average per-

track percentage-based royalty or to enforce the minimum-track requirement in its contracts

without enforcing the mini.mum royalty requirement. RIAA PFF $ 1499.,

414. Finally, if the Court dec:ides to mandate a cents rate, there would be no conflict

with the EMI MP contracts {or at least with the contract offered as a "typical"'xemplar of those

provisions, 5i14108 Tr. 65:56:21 (Fason)) unless the rate were set at [~) per tracic or

lower, At that level or above, the songwriter would be ~abl!e to pi)oduce ~a sufficient amount of

royalty revenue for EMI MP, consistent with the limitations imposed by the controllled

composition agreement wIith the record. company. RIAA PFF $ 1500.

415. The CopyrIIght Owners'nly other argument a'bout disruption is the claim that~ a ~

switch to a percentage rate would make audits of mechanical royalty payments more complex.

CO PFF $ 648 {citing Pedecine 'KRT at 14-15 {CO Trial Ex. '394)). But in the cited testimony,

Mr. Pedecine does not explain why it would be significantly more difficult to audit record

company records ofwholesale receipts for recordings sold, as opposedito record company

records of the number of units sold. That is far from intuitively obvious. Certainly voluntary

deals specifying that payments will be based on a percentage of revenue are extremely common

in the recording industry and seem to cause no undue disruption. RIAA PFF 1] 1490.
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E. Even If the Court Adopts the Ringtone Benchmark Proffered by the
Copyright Owners, the Four Statutory Factors Compel a SigniTicant
Reduction Below that Rate.

416. If the Court adopts RIAA's proposed benchmarks, it need do nothing to adjust the

rates and terms to satisfy the four statutory factors. If the Court concludes that the ringtone

benchmark (or one of the Copyright Owners'ther benchmarks) is the most appropriate starting

point for setting rates and terms in this proceeding, it must nonetheless make significant

downward adjustments to that benchmark in order to satisfy the four statutory factors and

Congress'irection that the Court set a reasonable rate in this proceeding.

417. As this Court has made clear, the four statutory factors are not a "beauty pageant."

SDARS Decision, 73 Fed. Reg. at 4094. The factors may, however, compel a modification of a

benchmark rate, especially where there are important differences between the target market and

the market selected as a benchmark. SDARS Decision, 73 Fed. Reg. at 4091.

418. As discussed above, each of the four statutory factors, viewed on its own, compels

a reduction from the current rate. The statutory factors, however, compel an even greater

departure if the starting point is one of the Copyright Owners'enchmarks, such as the ringtone

benchmark. That is because of the vast differences between the Copyright Owners'rimary

benchmark market (ringtones) and the target market for CDs and digital downloads.

419. As discussed in RIAA PFF Section V.A.7, the market already gives the Court a

clear measure of the types of compensation needed to incentivize songwriters to write new works

and the types of royalty rates that are sufficiently reasonable to ensure that record companies

create sound recordings embodying musical works to be distributed to the public. These are the

rates actually negotiated in the marketplace and reviewed by Dr. Wildman. The ringtone rates
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downward departure is required to adjust the ringtone rates for application in the market for CDs

and digital downloads.

420. For the same reasons, the second statutory factor compels a reduction in the rate

to bring the elevated ringtone.rates in line with the notions of a fair income and fair return that

are shown by marketplace transactions for CDs and digital downloads. RIAA PFF Section

V.B.3. Similarly, as the D.C. Circuit has recognized, international. rate.'rovide a measure of a

fair rein to copyright owners, and those rates also compel a significant reduction off the

ringtone benchmark. Recording .Indust~ Ass 'n cdAmerica v. CRT, 662 F.2d 1, 1.0 n.23 (D.C.

Cir. 1981). Finally, as Mr. Benson's testimony and Dr,. Wildman's analysis shows, the suipluses

generated by ringtones (which are highly profitable) an'd C.'Ds and digital downloads (which are

far less profitable) are s,o different that .it makes little sense to translate one in the simple manner

that Dr. Landes does. IUD PFF Section IV.D.8.

421. The third statutory factor reflects the relative contribution and risk faced by the

parties, and the record amply reflects not only that the costs incurred by record companies far

outstrip those of Copyright Owners, but that the risks facing record ~coitnpanies before they create

an individual sound recording and have invested in the Ah'zR, marketing, manufacturing, and

distribution expenses, are altogether different from and greater than those that they faced when i

negotiating the NDMAs, on which the Copyright Owners rely. In contrast, the risks faced by

music publishers were far greater when they were negotiating th'e NDMAs because they had

something to lose—their mono and polyphonic ringtone revenues; by comparison, in negotiating

mechanical licenses in an effort to persuade a record company to invest in a sound recording„

even Dr. Landes and Mr. Faxon recognize that songwriters and musical publishers have little to
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lose. RIAA PFF Section V.C.6; 2/11/08 Tr. 2387:15-2388:6 (Landes); 5/14/08 Tr. 6414:18-21

(Faxon).

422, Finally, as detailed by the testimony of Mr. Benson, record companies are already

facing very difficult times currently and a bleak future with continuing declines in revenues and

continued restructurings in the offing. An increased mechanical royalty rate would cause even

greater problems; as RIAA has shown, a rate such as that proposed by the Copyright Owners

based on the ringtone benchmark would wipe out the slim profits that record companies are able

to eke out currently. RIAA PFF Section V.A,2. If the Court were to adopt the ringtone

benchmark as a starting point, it must then significantly reduce that rate to satisfy the fourth

statutory factor. RIAA PFF Section V.D.

VI. THK COURT SHOULD REJECT THK TESTIMONY OP THK WITNESSES
PROFKRRKD AS EXPERTS BY THE COPYRIGHT OWNERS.

423. The Copyright Owners proffered four witnesses as experts, and those witnesses

play integral roles in the Copyright Owners Proposed Findings of Fact. For the reasons

discussed below, their testimony lacks credibility in several respects and should in large part be

rejected.

A. Helen Murphy

424, As set forth in RIAA's findings of fact, Helen Murphy thoroughly discredited

herself as a witness in this proceeding. This Court has already recognized the fundamental flaws

in her testimony. This Court issued an Order disqualifying Ms. Murphy as an expert and striking

portions of her testimony, found that portions of her written and oral testimony were "inaccurate

and misleading," and found that she "made a number of errors in analyzing and assembling the

facts and data in her amended written direct statement." See RIAA PFF ttt 305-307.
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425. Given the Court's repudiation of Ms. Murphy in the direct case phase of the

proceeding, one expected tliat the Copyright Owners would present a new witness with more

accurate and reliable testimony and data in the rebuttal case phase to~ discuss the financial

condition of record companies. But the Copyright Owniersi did not do so. Instead, they chose to

stand by Ms. Murphy and to rely on her testimony in their findings of fact for key allegations

about record companies.

426. In fact, examination of the Copyright Owners'indings of fact discloses that some

of the most dubious claiims in their findings are supported by citations to Ms. 1VIurphy's

testimony. For example, she is the source of their allegations that record companies are in a

"healthy financial state," CO PFE $ .355; that record companies'argins and profits have

"increased," tt 398; and th«t record companies'rofitability has "increased to record highs,"

$ 417. In addition, the Copyright Owners'indings of fact rely on Ms. Murphy for data on

record companies and f'r calculating record companies'urported profit margins. See, e.g., CO

PFF tttt 401, 439. The Copyright Owners offer no explana'tioii ak to whf these claims should be

deemed any more trustworthy than the rest of her unreliable testimony. To the contrary, as

demonstrated at length by RIAA Proposed Findings of Fact, Ms. Murphy's claims are

fundamentally inconsistent with the overwhelming weight of evidence about the financial

condition of record companies. See RIAA PFF Section II.E.1.

427. For all of the reasons discussed in RIAA's Proposed Findings of Fact and

previously identified by this Court, this Court should disregard Ms. Murphy's testimony when

reaching its determination in this proceeding. RIAA PFF I[/ 305-307.,
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B. Claire Knders

428. Ms. Enders has testified once before, as an expert witness in the U.K. Copyright

Tribunal in the recent proceeding involving online rates in the U.K. 2/4/08 Tr, 1134:11-19

(Enders). In that proceeding, the Judges found that Ms. Enders'estimony was "uninspiring."

They concluded that "on a number of key issues she seemed confused, occasionally inaccurate

and, more importantly, sometimes unable to provide reasons for the assumptions upon which her

evidence was based." The Judges, in short, found that they "were not greatly assisted" by her

testimony. RIAA Trial Ex. 55 at 37,

429. Notwithstanding that judicial evaluation, the Copyright Owners feature the

testimony of Ms, Enders prominently in their findings of fact to support their positions on the

past, current and projected financial condition of the digital market for music, including record

company revenues and consumers'lleged preference for downloads over other formats, among

other things. See, e.g., CO PFF Sections VII.B-E, UIII.B, X.A-C, XI.

430. Indeed, the Copyright Owners cite Ms. Enders'estimony more than 140 times in

their findings of fact. But one thing is conspicuously absent from the CopyrightOwners'indings

— any reference to or citation of the March 2007 Enders Analysis report on "Recorded

Music and Music Publishing." That document, which was admitted into evidence as RIAA Trial

Ex. 27, is the most recent version of the independent research report that Ms. Enders prepares in

the ordinary course ofbusiness for her consulting clients. See 2/4/08 Tr. 1123:12-19, 1280:8-20

(Enders).

431. Unlike Ms. Enders'estimony prepared for this litigation that the Copyright

Owners cite so freely in their findings of fact, the March 2007 Enders Analysis report reflects

Ms. Enders'iews on the digital market that have not been tailored to fit the Copyright Owners'
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litigation needs. As such, it presents a more unbiased opinion about the digital music market. A

comparison of her testimony i:n this proceeding to the March 2007 Enders Analysis report makes

clear that Ms, Enders'estimony is not reliable—while Ms. Enders has provided testimony to

this Court about the digital music market that conveniektlg sulits the iCopyright Owners" litigation

strategy, she said something very different to her consulting clients in the March 2007 Enders

Analysis report.

432. For exaimple, in their findings of fact, the Cop~eight Owners cite Ms. Enders in

support of their claims that "the futULres of the record companies andi the online providers of

permanent downloads are bright" and that the "digital market [will] grow rapiidly." CO PFF

$ 40. But the evidence shows, that Ms. Enders believes'the precise opposite to be true. In the

March 2007 Enders Analysis report, she stated that the growth rate for downloads will "decline,"

that the music industry "has pinned its hopes for top lirie recover'y on shle&, of digital downloads,i

but we believe this faith is misplaced," that "[s]trong d:igital sales are far from the solution to the

industry's ills," that "the musi.c industry should abandon hope that legitimate online sales of i

catalogue will create significant incremental income for them, or that there is significant

untapped demand for it online," ancl that revenue growth f'r mobile music "will fall to zero" by

2010. See RIAA PFF 'll 309 (quoting RJAA Trial Ex. 27 at 2., 5, 9, 20, 22 (Enders Analysis

report)}.

433. Similarly, the Copyright Owners cite Ms. Enders'estimony to support their claim

that consumers prefer and value downloads more than physical formats. CO PFF Section,

VII.D.4. Once again, Ms. Enders'estimony in this ca'se Contradicts st'atements she made in the

Enders Analysis March 2007 report prepared for her clients in the ordinary course of business.

In that report, Ms. Enders stated that consumers value downloads less than physical products:
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"Compared to physical format, consumers tend to attribute a lower value to the single track or

album download." RIAA Trial Ex. 27 at 14 (Ender Analysis).

434. This pattern of testimony that contradicts her own recent out-of-court statements

strongly suggests that Ms. Enders'estimony is biased and unreliable. Even under the most

charitable interpretation that Ms. Enders was, in the words of the U.K. Tribunal, merely

"confused," the inconsistencies cast doubt on everything she told this Court. In light of the

foregoing, this Court should not credit Ms. Enders'estimony or the Copyright Owners'indings

and conclusions that rely on her testimony.

435. To be clear, RIAA is not suggesting that the March 2007 Enders Analysis report,

prepared in the ordinary course of business, is unreliable—but as noted above, the Copyright

Owners make no reference to that document in their findings of fact.

C. William Landes

436. The serious theoretical problems with each of Professor Landes's benchmarks

have beendiscussedat length already. See RIAAPFF Section lV. Itbears repeating that the

"range of reasonableness" advocated by Professor Landes is so wide that his testimony supports

any rate between 20% and 50% of the total content costs, a proposition that makes no economic

sense given that his range of reasonableness is supposed to approximate the actual market value

of a musical work. As Professor Wildman put it, "Would we accept both $2 and $5 as plausible

benchmarks for the price a competitive market would set for a half-gallon of milk~... Would

we accept $ 15,000 and $37,500 as plausible lower and upper bounds for prices that would be

both fair to consumers and provide reasonable compensation to auto manufacturers and dealers? .

.. The notion that any rate within such an extremely broad range might reasonably approximate a

market-defined rate lacks facial credibility and reflects the fact that Professor Landes's selection

177



PUBLIC VERSION

of proposed benchmarks was not guided by reference to a set of criteria that would ensure

reasonable comparability."'ildman WRT at 9-10, RIPA Trial Px., 87,

437. Independent of the economic shortcomii»gs of Professor Landes's benchmark

analysis, it became quite evident during the course of this proceeding that Professor Landes's

empirical work was repeatedly marred by serious methodological, technological„and tbeoretiicali

flaws.

438. With respect to Professor Landes"s analysis of'HFA licensing data, the many

systemic flaws in his analysis were outlined in detail in the written rebuttal testimony of David

Alfaro and in RIAA's Proposed Findings of Fact. See RIAA PFF Section IV.F.2. In theii'..

Proposed Findings of Fact, the Copyright Owners argue that Mr. Alfaro incorrectly claimed that

the exclusion of licenses issued under controlled composition clauses altered the results of

Professor Landes's study. See CO PFF $ 577. That defense of Professor Landes contitadicts I

what Professor Landes himself said.. Professor I andes himself admitted that the inclusion of

controlled licenses changed the results of his study because the inclusion of these controlled

licenses resulted in an increase iin the amount of discounting,below, the statutory rate from 2003

onward. See 5/20/08 Tr. 7390:21-7391:7 (Landes),

439. The Copyright Owners attempt in their Proposed Findings of Fact to rehabilitate a

separate methodological flaw in Professor Landes's HFA study—his misclassification of

physical licenses as digital and vice versa. They admit, as they must, that he misclassified

licenses: "certain digital configurations v ere cl«ssified as 'physical'ii an interim step in his

analysis." CO PFF $ 579. But they defend Professor Landes by claiming that some (but not all)

of these licenses were later excluded in another step of the analysis {which, at trial, Professor

Landes admitted was not actually conducted by him, but rather by,an unnamed programmer,"
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see 5/20/08 Tr. 7399:11-22 (Landes)). Importantly, Professor Landes does not deny

misclassifying the licenses to begin with, and he further does not deny that the digital licenses

misclassified as physical which had rates listed in HFA's database continued to be misclassified

throughout his analysis. Accordingly, it is undisputed that Professor Landes misclassified digital

licenses as physical and that those digital licenses with rates listed in HFA's database continued

to be misclassified throughout Professor Landes's study.

440. With regard to the most critical errors in Professor Landes's testimony that Mr.

Alfaro identified, the Copyright Owners try to deflect the issue by lobbing an unfounded

accusation at Mr. Alfaro. Specifically, they assert in their Proposed Findings of Fact that Mr.

Alfaro "was forced to withdraw" additional complaints about Professor Landes's work. See CO

PFF tt 580. That claim is false. The Copyright Owners did not object to the admission of Mr.

Alfaro's testimony at trial, and no portion of his testimony was stricken or withdrawn.

441. All that occurred was that Mr. Alfaro submitted corrected testimony changing

some of his specific results after it was revealed that the Copyright Owners had produced to him

incorrect information about the formatting of the HFA database. RIAA PFF $tt 1050-1057. Dr.

Landes's testimony in evidence, by contrast, continues to be marred by errors caused by the

same incorrect formatting information. RIAA PFF $$ 1054-1057.

442. The false allegation that Mr. Alfaro was "forced to withdraw" criticisms of

Professor Landes merely represents an attempt by the Copyright Owners to hide the fact that they

have no answer to Mr. Alfaro's most targeted criticisms of Professor Landes's HFA study—that

his data was filled with substantial gaps, that his data was missing configuration codes for

numerous licenses, and that he systematically excluded over 700,000 licenses with listed rates of

"negotiated" or "reduced" in HFA's database (not to mention the fact that he conceded that the
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HFA licensing pool is not representative of the overall industry, see ~5/2i0/08 Tr. /406:1-8

(Landes). The Copyright Owners, in fact, do not even attempt to defend these flaws in Professor

Landes's HFA data analysiis. Nor do they dispute Mr. Alfaro's findings that had Professor

Landes actually included all the discounted licenses in the HFA database in his study, his results

would have been substantially di fferent.. See RIAA PFF tttt 1072-1078. They do not di'spume'hese

findings because they cannot. It is simply uncontestable that Professor Landes committed

grave errors which affected the outcome of his analysis.

443. The Copyright Owners also incorrectly assert that the fact that Mr. A.lfaro did not

express an opinion about which licenses Professor Landes should or should not have excluded

from his analysis somehow means that "M[r. Alfaro's testimony provides no basis for chal'lenging

any aspect of Professor Landes's work„" See CO PFF $ 581, That is nonsense, Mr. Alfaro's'estimony
was not submitted for the purpose of expressing an opinion. Rather, Mr. Alfaro

testified about the facts. The facts that he presented to the Court irrefutab:ly establish a host of

errors in Professor Landes's testimony., The fact that Profess'or Laride& excluded over 700,000

discounted licenses from a study that purports to show trends in discounting over time is a

devastating indictment of Professor Landes's testimony, and opinion testimony is not necessary

to transform those facts into a challenge to Professor Landes. The facts alone are more than

sufficient, and the Judges do not need Mr. Alfaro's opinion to reach that conclusion.

444. The flaws in Professor Lande. 's data analysis during this proceeding did notend'ith

his HFA data analysis. As became quite evident during, the rebuttal hearing, Professor

Landes once again attempted to conduct c[ata analysis~this time ofUMPG songwriter royalty 'ncome—and once again bungled the attempt.
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445. Professor Landes admitted that his songwriter study was marred by what he

referred to at trial as "the truncation problem." 5/19/08 Tr. 7121:22-7122:1 (Landes).

Essentially, Professor Landes extracted data from two different databases at UMPG without

attempting to ensure that the set of songwriters and songs in each database was identical; he

simply assumed that they were identical without bothering to check. 5/19/08 Tr. 7181:5-9

(Landes). As a result, he understated the income earned by songwriters in the last two years of

his study, 2005 and 2006. 5/19/08 Tr. 7127:6-10 (Landes). Additionally, 700 songwriters were

improperly excluded from his study altogether because of this truncation problem. 5/19/08 Tr.

7126:3-14 (Landes). Professor Landes was unaware of the problem with his songwriter study

until RIAA moved to exclude the study due to these methodological errors. 5/19/08 Tr. 7181:15-

7182:2 (Landes).

446. In sum, while the Court concluded that these errors did not justify striking the

study from evidence in its entirety, the prevalence of these errors is yet another sign of Professor

Landes's carelessness, his haphazard approach to data analysis, and ultimately his lack of

credibility in this proceeding.

D. Kevin Murphy

447. As discussed above, the ultimate indictment of the Copyright Owners'ase is that

the testimony of their own expert, Kevin Murphy, actually supports a decrease in the statutory

rate, not an increase. As explained above, if one accepts Professor Murphy's opinion that

mechanical royalties should track the compensation paid for other creative inputs, a closer look

at the evidence compels the conclusion that the current mechanical rate is too high because

record company expenditures on other creative inputs (artist royalties and advances and
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II.E. In short, if Professor Murphy is correct that mechanical~ royalties'should move in the same

direction as other creative inputs, the record is clear that for the major record companies,

mechanical payments are rising wh:ile expenditures for artist royalties and advances and

recording are falling—precisely contrary to what Professor Murphy says should happen.

448. The muddled nature of.Professor Murphy's testimony may stem from his lack of

familiarity with the music industry. He has written only one paper involving the music business,

has never testified before a court, legislative body or regulatory cbody in a case involving the

music business, and conceded that music has never been the focus of his academic research.

IUAA PFF $ 169. It is thus perhaps not surprising that his academic theorizing does not comport

with the evidence,

449. In any event, it bears emphasizing that Professor Murphy—one of the ( opyright

Owners'wo economic experts—testified that he was not offering testimony supporting an

increase in mechanical rate. Rather, he explained tha't, at most,~ his testimony argued against a ~

decrease in the mechanical rate. RIAA PFF $ 24. That is a criti.cal and telling admission in a

proceeding in which the Copyright Owners seek to not to maintain the status quo, but to increase

the mechanical rate by 37% for physical products and 65% for down16ad~&.

450. Finally, RIAA has already expla:ined above in RIAA RPFF Section II.A.2 hoW

Professor Murphy was misguided in his supposedly "empirical" study of coritrolled composition

clauses. CO PFF $ 692. That study was nothing more than an i)nsbuiid anecdotal review of a

small and non-representative sample of agreement.. As discussed above& that study was so small

that it cannot reasonably form the bas:is of any conclusioris about trends in controlled

composition clauses.
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VII. A PERCENTAGE OF REVENUE RATE STRUCTURE IS JUSTIFIED.

451. The Copyright Owners raise a series ofobjections to RIAA's proposed percentage

of revenue rate structure. As discussed below, none of their arguments warrants retention ofa

cents rate, and these arguments are overwhelmed by the net benefits of a percentage of revenue

rate structure. See RIAA PFF Section VI. As RIAA explained in its Proposed Findings of Fact,

a percentage rate structure based on record company all-in wholesale revenues would most

accurately reflect the value ofmusic used, provide the necessary flexibility to enable new

products and business models, and maximize the availability of creative works to the public.

The United States should adopt a percentage rate structure just as virtually every other country in

the world has already done. See RIAA PFF Section VI.F.

A. The Copyright Owners Incorrectly Claim That Unit-Based Rather Than
Value-Based Mechanical Royalties Are Desirable.

452. The Copyright Owners hold up as a virtue of a cents rate that "the Copyright

Owners are assured of the same compensation per use... regardless of how their works are used

...." CO PFF $ 593. They suggest that a percentage rate is undesirable because it is not tied to

unit sales. CO PFF $ 593 (cents rate "ensures that mechanical royalties will increase

proportionately with the unit sales of music"); CO COL $ 103 (cents rate more appropriate

because usage based).

453. The Copyright Owners'rgument is contrary to this Court's previous holdings

that a rate should reflect the value of the music used. As in the webcasting proceeding, it

sometimes may be possible to set a unit-based rate that is a good approximation of the value of

the music used. However, it is the value, not the units, that are the key. RIAA RCOL Section

IV.A. Here, as the Copyright Owners'wn witnesses William Landes and Roger Faxon argue,

the value of the music use varies depending on the context. RIAA RCOL Section IV.A; 1/29/08
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Tr. 373:1-374:12 (Faxon). In such an environment, it ig not a ',virtue bug a vice ofa cents rate that

the Copyright Owners would receive the same compensation per use regardless of the value of

the use.

B. The Copyright Owners Incorrectly. Claim That the Interests of Copyright.
Owners and Copyright Users Are Not Aligned Under a Percentage of
Revenue Rate Structure.

454. Relatedly, the Copyright Owners suggest that a cents, rate is preferable to a

percentage rate because a percentage rate does not align the interests of. copyright owners and

users. CO PFF $ 594. In one instance, the criticism is that under a percentage rate theparties'ncentives

are not "identical," CO PFF $ 607, in another itiis thati their interests are not "perfectly

aligned," CO PFF $ 608. However, this is hardly an argument in favor of a cents rate. The

Copyright Owners fail to explain how a cents rate would better align the parties'.interests

certainly not identically or perfectly. Nor could they— under a cents rate structure, the

Copyright Owners do not share in the benefits or risks of price variations, and they receive ari

inconsistent share of a record company's wholesale revenues for a CD,. for example, depending .

on the number of tracks, pricing, retail outlet and other variables. See RIAA PFF $$ 1574-:1578.:

455. The record clearly establishes that a percentage of revenue structure more closely

aligns the parties'conomic incentives. As discussed at length in RIAA'3 Proposed Findings of

Fact, record companies set prices to maximize their revenues, and if record companies.raise

prices, a percentage of revenue rate structure ensures that copyright owneis share in the upside. i

See RIAA PFF $$ 1568-1580. And if record companies lower prices, they do so because they

believe that a lower price will lead to higher unit sales and result in greater overall revenues.!See

RIAA PFF $ 1571.
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C. RIAA's Proposed Definition of Revenue Is Not Complicated to Administer.

456. The Copyright Owners'laim in passing and with little explanation that a

percentage of revenue rate structure is "more complex and may present measurement

difficulties" does not withstand scrutiny. CO PFF g 595-596. To be sure, the administration of-

mechanical licenses is complex, and the recorded music business has become more complex with

a proliferation of products, business models and business partners. RIAA PFF Sections

II.E.l.e.iv & V.C.S.d. But there is nothing that makes a percentage rate particularly complex or

difficult to administer. Indeed, as discussed in RIAA PFF Section VI.G, record companies

administer and pay virtually all their artist royalties based on a percentage ofwholesale revenue

similar to that which is proposed here.

457. In fact, as set forth in RIAA's Proposed Findings ofFact, administering RIAA's

proposed rate would be straightforward: for all products except ringtones (and the settled

configurations such as on-demand streaming) there would be a single percentage rate. For

physical products, that percentage would be applied to gross sales as reflected on the applicable

invoices, minus returns and sales discounts. For DPDs, the percentage would be applied to the

payments to which a record company is entitled 6om a digital music service. RIAA PFF $$

1603-1605. See generally RIAA PFF $$ 1603-1629. In the interest of comprehensiveness,

RIAA's proposal has special provisions to address the rare cases where a service obtains

download or ringtone licenses directly, and where a record company makes direct sales at retail.

A. Finkelstein WRT at 16-18, RIAA Trial Ex. 84. However, the provisions necessary to achieve

such comprehensiveness should not distract this court from the fundamental simplicity of

RIAA's proposal.
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D. The Copyright Owners'oncerns About the Potential for Revenue
Manipulation Are Unfounded.

458. The Copyright Owners point to several ways in which they allege that the revenue.

base in a percentage of revenue rate structure could be manipulated in order to reduce royalties

paid to copyright owners. See CO PFF Section XIV.D. These concerns are unfounded as i

applied to RIAA's percentage ofwholesale revenue proposal, and find no support in the

evidentiary record.

459. First, there is absolutely no evidence in the record that suggests that record .

companies use their primary product—sound recordings sold as CDs or. digital downloads—as a

"loss leader" to generate advertising revenue or encourage sales of other products. See CO PFF

$ 610. In fact, the evidence is to the contrary. See Eisenberg WRT at 29-30 n'.16,'IAA Trial:

Ex. 89 ("Record companies are in the business of producing, marketing and distributing

recordings. It would make no sense for us to give awol thh c6ntdnt Assets ke ha0e sperm

millions to create and market in order to pursue collateral hnes ofbusiness. During the:coming

rate period, it is unrealistic to think that manipulative bundling of recordings with other

merchandise could possibly have any material effect on mechanical royalty payments.").

460. Second, the Copyright Owners complain that theyl wduld receive different

mechanical royalty revenues when products are "bundled" together and sold for less than the

sum of their stand-alone parts. See CO PFF $$ 612-613. That observation is correct so far as it

goes, but misses the larger point—if, as the Copyright Owners propose, mechanical royalty

payments must be paid for use of each musical work in a bundle as if it'were a stand'-alone

product and without allocating revenue among the different elements of a bundle, it would, make,

it uneconomical for record companies to offer bundles at prices less than the sum of their parts.

That means fewer sales and lower overall revenues. See RIAA PFF.$g .} 646-1654..

186



PUBLIC VERSION

461. Third, based on little more than speculation by Dr. Landes, the Copyright Owners

assert that music services and record companies could "barter" for the use of music so that the

owners of musical work copyrights would receive no compensation. See CO PFF $ 617. It is

certainly not obvious how record companies could structure significant volumes of barter

transactions that nonetheless would allow them to support the production of new recordings, pay

their artists and staff, buy advertising for their recordings and carry out all of their other

functions. Nor is there any evidence in the record to support the Copyright Owners'arter

theory. The Copyright Owners'heory rests exclusively on a snippet of the CopyrightOwners'uestioning

of Andrea Finkelstein about an agreement between SONY BMG and MySpace. CO

PFF $ 617. The Copyright Owners assert (without citation to Ms. Finkelstein's testimony or

anything else in the record) that equity in MySpace "was indisputably given in exchange for the

content, including the mechanical rights." CO PFF $ 871. But the evidence does not support the

Copyright Owners'laims: Ms. Finkelstein testified that "I'm not familiar with the actual terms

of that" deal, and to the extent she was familiar with "[a] deal such as the MySpace deal," the

equity investment would be "[b]eyond" payment for content, 5/12/08 Tr. 5717:20-5719:2 (A.

Finkelstein).

462. Putting aside the lack of evidentiary support, the Copyright Owners'oncern is

not justified—RIAA's rate proposal defines the revenue base as "revenue recognized by the

licensee in accordance with Generally Accepted Accounting Principles," not as cash receipts.

See RIAA Second Amended Rate k Terms Proposal Section II.A. If a situation were to arise in

which a record company earned what is properly recognized as revenue under GAAP (whether

paid or payable in cash or otherwise), then it would count as revenue under RIAA's proposal.
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463. Fourth, the Copyright Owners suggest that under a percentage rate structure, their.

mechanical royalty payments would be reduced by discounts made by record companies to

distributors. See CO PFF $$ 618-620. But recognition lof Hisdouhts 'replreshnt4 nbthnig more than

the unremarkable proposition that the royalty should bc based on the actual amounts that the

record company can earn in the marketplace, not an.arbitrary list.price.. As Ron Wilcox

explained, "list prices, where they exist at all, are imaginary, or perhaps wishful thinking, but.not

a firm foundation on which a royalty rate structure can be built." Wilcox WDT at 35, RIAA

Trial Ex. 70. The Copyright Owners'ercentage royalty proposal is likewise. based on amounts'hat
are paid or payable, not on a list price. Copyright Owners'mended Proposed Rates and

Terms Section II.1 8~, 1I.5. Even Dr. Landes's analysis of the Copyright Owners'ents rate

proposal for physical products is based on revenues~ not list price. CO PFF $ 547.

464. The Copyright Owners are particularly interested in co-op advertising. CO PFF

$$ 619-621. These are advertising expenses record companies pay to retailers. Like other'orms

of advertising expenses, they are accounted for as expenses.,Barros WDT, at 9, RIAA Trial Hx.

74. It is not proposed that they be treated as a deduction from revenue.

465. Fifth, under RIAA's Second Amended Rate Proposal, in the infrequent situation

in which a record company is a direct retailer, RIAA has proposed that the record company's.

wholesale revenue should be calculated as 70% of retail revenue for physical products and

permanent downloads, and 50% of retail revenue for other products. See RIAA Second

Amended Rate 4 Terms Proposal Section II.C. The Copyright Owners complain that there is ng

"empirical support for the 70% and 50% assumption[s]." . See CQ PFF. $ 622. That.criticism,

however, is baffling because it completely ignores the,extensive, record evidence that supports
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RIAA's proposal. Indeed, the Copyright Owners'indings of fact point to ample marketplace

support for these figures. See, e.g., CO PFF $$ 601, 604.

E. That Record Companies Include Cents Rate Minimums in Some of Their
Contracts Is Irrelevant.

466. The Copyright Owners set forth a long list of examples of record company

contracts with digital music services that have a cents rate component (generally a percentage of

revenue royalty with a cents rate minimum). CO PFF $$j
600-604. These agreements are

irrelevant to the question of whether the statutory mechanical royalty rate should be a cents rate

or a percentage rate, because record companies as mechanical licensees are situated very

differently than the services that are parties to these agreements. As the Copyright Owners

explain, service providers have diverse interests that are not necessarily aligned with those of

a record companies. CO PFF $ 605. By contrast, as described above, the interests of record

companies and the Copyright Owners concerning generation of revenue from the sale of music

are highly aligned.

467. An imphcation of the discussion in the Copyright Owners'roposed Findings of

Fact is that if this Court were to adopt a percentage rate, it should adopt a cents rate minimum.

Given the diversity of prices for the numerous types of uses covered by Section 115, and

downward pricing pressure in the marketplace, setting a minimum royalty that does not unduly

constrain new products and business models or result in an unfair allocation of value between

record companies and the Copyright Owners would be every bit as hard as determining a fair

cents rate without a percentage component. Fortunately, such a "greater of" structure is

unnecessary here in view of the close alignment of interests between record companies and the

Copyright Owners.

189



PUBLIC VERSION

F. A Percentage of Revenue Rate Structuie Is Needed toi Develop,New Prolduhts I

and Business Models.

468. The Copyright Owners next contend that a percentage of revenue rate structure is.

not needed because the digital market is "booming" and record companies have been able

develop "a vast array of new products and services"

undersea

penny rate. See CO PFF $ 623.

They argue that the record companies'ontributions have been so effective,leading td

"dramatic growth*'n the download market and "innovation and new product development"~

that it is unnecessary to foster continued growth and inhovtatidn thrdugh the adoptioii of a cents

rate. See CO PFF g 624, 626; see general/y CO PFF Section XIV.E.

469. To be sure, RIAA does not dispute that record companies have made major

contributions to developing the digital marketplace and creating innovative new products and

business models. But those efforts have been in spite of, not because of, the cents rate The

evidence discussed in great detail in RIAA's Proposed 'Findings of Fact clearly demonstrates ithat

the cents rate has slowed the growth of the marketplace, made it extremely difficult to launch

new products, and threatened the viability of numerous innovative offerings and business models

that would be more likely to succeed under a percentage df revetiuei rath structure. See RIAA

PFF Section VI.B-C.

G. Evidence from International Markets Demonstrates ia Percentage of Revenue
Rate Structure Confers Important Benefits.

470. The Copyright Owners offer selective evidence from international markets as part

of their assertion that a percentage ofrevenue rate struqtuge iy nest necessary.; Co PFF,Section,

XIV.F. This evidence does little to examine the widespread use. or effects ofpercentage rates

internationally, but merely offers a cavalier view that the U.S. music industry does not~ nehd the ~

advantages currently enjoyed by the many nations that. use percentage rate structures.;
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471. The Copyright Owners'ontention is, simply stated, that the U.S. digital market is

growing faster than in other nations that use a percentage of revenue rate. CO PFF ltd 634-636.

There is never any suggestion, of course, that it is because the U.S. has had a cents rate that it has

outpaced other markets in digital growth. And, there is never any suggestion that the U.S. digital

market will grow more with a cents rate structure than with a percentage rate structure. Instead,

the Copyright Owners'uggestion is that even with this handicapped royalty structure—almost a

complete aberration to the rest of the global music marketplace—the U.S. digital market is still

able to grow.. Even if true, that meek contention offers this Court no reason to believe that a

cents structure should be retained or that a percentage of revenue structure should not be

adopted.

472. Notably, the Copyright Owners ignore the evidence from international markets on

the many benefits of the percentage rate structure. The United States is one of the few nations in

the world not to use a percentage royalty structure for mechanical licensing. RIAA PFF $ 1588.

Our isolated status in this regard works to the detriment ofU.S. consumers and the U.S. music

industry. RIAA has detailed at length why retaining a cents rate structure results in U.S.

consumers receiving fewer tracks on albums than foreign consumers receive, makes U.S.-

produced albums uncompetitive abroad, forces U.S. record companies to lose projects, and limits

the ability to offer more mid-line and budget products to U.S. consumers. RIAA PFF $$ 1589-

1593. This is the evidence most useful to the Court from international markets, as it directly

speaks to the net negative effect on the United States of retaining the cents rate structure.

473. The Copyright Owners'eference to the recent settlement of Canadian physical

product mechanical royalties similarly offers no evidence to this Court as to the more preferable

rate structure. CO PFF $ 637. All that the Copyright Owners can say is that there was an
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agreement in Canada and it contained a cents rate (which, it bears noting, is lower than the,

current U.S. rate). The Copyright Owners never take the necessary next step to then evaluate the,

incremental effect of a cents rate structure on the Canadian music market. By contrast, RIAA

offered this Court evidence from international markets demonstrating that adopting a percentage i

rate structure here will incrementally benefit U.S. consumers and companies in ways that the .

same structure has benefited the consumers and music industry in other inations.,

H. A Percentage of Revenue Rate Structwre%'ovid Not Se Disruptive.'74.
RIAA recognizes that the adoption of a percentage rate structure would be a

change from the status quo. It has therefore proposed a transition proposal to enable the parties:

to implement the new rate structure in their computer systems used for mechanical royalty

processing and to make any other necessary adjustments to their business practices. See RIAA

Second Amended Rate 8r, Terms Proposal Section III; RIAA PFF $'lt 1657-1665.

475. But that effort to achieve a smooth transition is a far cry, fram suggesting that the

switch to a percentage rate proposal would have a disruptive impact on: the structure ofthe

industries under the fourth statutory objective. 17 U.SiC. ( 801(b)(l)(9). As RIAA explained in

detail in its Proposed Findings of Fact, the evidence in Ithc record makes clear that a percentage

rate structure would not be disruptive to the Copyright Owners. See RIAA PFF $$ 1487-1,501.

476. The Copyright Owners now argue that, based on testimony by EMI Music

Publishing's Mr. Faxon, a percentage rate structure "would disrupt existing contractual

relationships between music publishers and songwriters" because it would cause "EMI MP to

renegotiate hundreds of songwriter agreements." CO PFF Q 64'5-646. RIAA extensively

briefed its response to Mr. Faxon's claims in its Proposed Findings,of Fact, and will not belabor

the argument here by repeating it, except to incorporate its previous argument by reference. See
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RIAA PFF )j)[ 1491-1501. Suffice it to say that the Copyright Owners'rgument fails to

estabhsh disruption under the fourth statutory objective.

477. The Copyright Owners also briefly contend that switching to a percentage rate

would make the auditing process "more difficult." CO PFF
g~

648. There is scant evidence in the

record to support such a claim, and in fact the evidence shows that it is the CopyrightOwners'roposed

multi-part rate structure for ringtones—the greater of a percentage of retailer revenue, a

fraction of "total content costs," and a per-song cents rate subject to adjustment based on changes

in the CPI—that is much more complicated than RIAA's proposal and would be more difficult to

administer. See RIAA PFF $$ 1752-1757.

478. In any event, the Copyright Owners'laim that it would be "more difficult" to

conduct audits under a percentage of revenue rate structure, even if it were true, certainly falls far

short of establishing that a switch to a percentage rate would "directly produce[j an adverse

impact that is substantial, immediate and irreversible in the short-run because there is insufficient

time for either [of the partiesj to adequately adapt to the changed circumstances." SEAS

Decision, 73 Fed. Reg. at 4097. Indeed, RIAA's proposed transition period—which is lacking in

the Copyright Owners'mended Rate Proposal—would ensure that the parties would be able to

adapt to changed circumstances with adequate time to make the necessary adjustments.

V111. RATE PROPOSALS AND TERMS

A. The Copyright Owners'ate Proposal ls Flawed.

1. The Copyright Owners'roposed CPI Adjustments Have No Basis in
the Record.

479. As RIAA explained in its Proposed Findings of Fact, the Copyright Owners have

not provided a single agreement—or any other evidence—establishing the appropriateness of the

proposed CPI adjustments to each of their proposed rates. See RIAA PFF Section VIII.A.2.
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48D. Nowhere in their Proposed Findings of Fact do the Copyright Owners even try to

justify these CPI adjustments. Indeed, in arguing (wrongly) for the appropriateness of their

proposed rates, they simply ignore the CPI adjustments and discuss only their proposedfirst-y'ear'ates.

CO PFF )t 547, 551-552, 555. The Copyright Owners'ailure ofproof requires rejecting i

the CPI portion of their rate proposal.

481. Nor is the complete lack of evidence and justification surprising. There:is no .

sound reason to impose CPI-adjusted mechanical royalty rateS in,'an environment of falling

prices. Moreover, a CPI increase is inconsistent with Copyright Owners'wn claim that there

should be a constant ratio between the amounts that Copyright Qwners are paid and the

wholesale price of sound recordings. Falling prices ensure that if a cents rate is adopted, the,

balance of relative compensation will shift during the rate period—as it has in recent years due to

falling prices and the step increases in mechanical royalties agreed to in 1997. Adjusting rates

upward based on the CPI as prices fall just accelerates that trend. Indeed,'this Court has twice

rejected arguments for CPI increases for precisely these reasons—they are unsupported by any

marketplace agreements and it is inappropriate to grant capyright owners,increases,of .

indeterminate size. E.g., SDARS Decision, 73 Fed. Reg. at 4098 n.42., The proposed CPI;

adjustments must be rejected.

2. The Copyright Owners'roposed "Greater of" Rate Structure.for.

Long Works Has No Basis in the Record.

482. As RIAA also explained in its Proposed Fi'nd&ugly of Fa'ct, the'Copyright Owners

have failed to provide evidence to support their proposed "greater of'tructure for longer works

under each of their proposed rates. See RIAA PFF Section VIII.A.3. The Copyright Owners

offer no evidentiary support or justification in their Proposed Findings of Fact for their proposed

"greater of" structure for longer works. Like the proposed CPI adjustments, the "greaterof'94
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structure is ignored in the discussion of the supposed appropriateness of their proposed rates.

CO PFF $$ 547, 551-552, 555.

483. Indeed, all the evidence in the record suggests that longer works are not worth

more than shorter ones. RIAA PFF $ 1735-1736. Accordingly, the proposed greater of structure

must also be rejected.

3. The Copyright Owners Presented No Evidence Supporting Higher
Rates for DPDs Than for Physical Phonorecords.

484. Although the Copyright Owners have proposed a higher rate for digital

downloads than for CDs and other physical products, they provide no evidentiary foundation for

this proposal. The only section of their Proposed Findings of Fact that might be construed as an

attempt to support a higher rate for digital downloads is the section entitled, "Consumers Prefer

Permanent Downloads for a Variety of Reasons„" see CO PFF $$ 389-392. The Copyright

Owners make two arguments here„neither of which supports a higher mechanical rate for digital

downloads.

485. First, the Copyright Owners cite testimony from Claire Enders for the proposition

that consumers like certain features of the digital music market. CO PFF $$ 390-91. As an

initial matter, this impressionistic testimony does not quantify the alleged higher market value of

these features. The fact that consumers like various features of digital music says nothing about

how they value those features relative to the features of physical phonorecords. In addition, as

RIAA has already explained in its Proposed Findings of Fact, Ms. Enders'estimony before this

Court is completely lacking in credibility given her out-of-court statements to the complete

contrary. In her March 2007 Enders Analysis report on "Recorded Music and Music

Publishing," Ms. Enders stated in no uncertain terms that consumers do not value downloads
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more than CDs: "Compared to physical formats, consumers tend to attnbute a lower value to the

single track or album download." tuAA Trial Ex.. 27 at 14.

486. Indeed, the market is the best measure for how consumers view the relative ivaliue i

of CDs and digital downloads., and there the message is clear—digital downloads of albums are

valued less than, not more than, CDs. Ms. Enders testified that the prevailing price for a CD is

$ 13.24, but the price for the same sound recordings sold in digital album form is $9.99. Enders

Amended WDT at 22, ( 0 Trial Ex. 10. Digital singles sell for 99 cents each—which, based on

13 tracks per CD, is less than the prevai.ling price for each sound recording on a CD„Enders

Amended WDT at 22, CO Trial Ex, 10. As Mr. Benson's analysis of wholesale prices shows,,

record companies receive about the same (actually slightly less) per track for digital downloads'han
they do for tracks on CDs and far less per track: for digital albums than for tracks on CDs.

Benson WRT at Figure 4, RIAA Trial Ex. 82.

487. The second'rgument that the Copyright Owners make concerning consumer

preference for permanent downloads is even weaker. 'lhey cite internal research from Apple

setting forth reasons why .Apple consumers choose to purchase music online. CO PFF $ 392.

Aside from the fundamental problem with citing Apple's internal consumer survey data for the

proposition that consumers prefer digital music (since the only consumers, surveyed are those

who have that preference), this survey says nothing about the market value of digita.l music

relative to CDs. Again, the fact that there are reasons that people purchase music online is

irrelevant to whether mechanical rates for DPDs should be different than for physical products.

488. Ultimately, the Copyright Owners presented no market evidence that consumers

value digital downloads more than physical CDs, and did not even try to quantify any different

consumer valuation between downloads and physical products. In any event,, as discussed in
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RIAA's Proposed Findings of Fact, if the market evidence shows anything, it is that consumers

value physical CDs more than digital downloads. See RIAA PFF $$ 1713-1723.

4. The Copyright Owners'roposed Rate Structure for Ringtones is

Incoherent and Unworkable.

489. The Copyright Owners have proposed a complicated and unclear rate structure

and revenue definition for ringtones that is not workable in the marketplace. Specifically, the

Copyright Owners have proposed a royalty rate for ringtones that is the greatest of (1) 15% of

revenue (as specially defined), (2) 15 cents (subject to the inappropriate CPI adjustments

discussed above), and (3) one third of total content costs. CO Amended Proposed Rates And

Terms Section 1.3. RIAA has addressed the inappropriateness of the quantum of these rates

elsewhere. See RIAA PFF $$ 967-985. Here RIAA addresses the flawed proposed rate

structure. &7

490. As an initial matter, it is important to recognize that despite their criticisms of a

percentage royalty rate structure, CO PFF Section XIV, the Copyright Owners have

(appropriately) embraced the concept of a percentage royalty. Given the range in retail prices of

ringtones noted by the Copyright Owners, CO PFF $ 396, and recent softening in ringtone prices,

Eisenberg WRT at 6, RIAA Trial Ex. 89, a percentage rate is most appropriate for ringtones just

as for other types ofproducts. RIAA PFF Section VI. The Copyright Owners'riticisms of a

percentage royalty rate structure must be viewed as relatively minor when such structures are

'iMA's proposed royalty base is also susceptible to criticism when applied in the case where a
record company is the licensee, because it is retail-oriented and would seem to double-count
revenue of the licensee record company and its "carrier(s)" (presumably digital music services).
Second Amended Proposed Rates and Terms of DiMA ) 380.2(a)(l). RIAA does not understand
it to be the intention of DiMA's rate proposal to address cases where the record company is the
licensee or to reach wholesale revenues of a record company.
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used almost everywhere else in the world, RIAA PFF $$ 1587-1589, and are proposed by them

in this very proceeding.

491. RIAA proposed a percentage rate with clear and objective revenue allocation

rules and a rigorously-defined royalty base anchored in accounting principles used for royalty i

payments throughout the music industry and in the larger economy, see RIAA PFF $$ 1505-09,

1630, in the Copyright Office's Section 115 regulations, see RIAA PFF g 1622-1623, and even

in the report of the Copyright Owners'xpert Dr. Landes. CO PFF $ 547.

492. Unlike RIAA, the Copyright Owners tried to invent a vague system of accounting,

unmoored Rom the principles of revenue recognition and allocation.that are required under

Generally Accepted Accounting Principles and used in the, Copyright 08ice's Section 115

regulations, RIAA PFF gtt 1622-1623, and in the regulsjtiops )ecgntly a)opted;by, thip Court m

the SDARS proceeding, 37 C.F.R. f 382.11. The result of that effort is a proposal that requires 'aymentof an uncertain amount, and seemingly a high proportion of a service's total overall

revenue, for each ringtone sold. To see why this is so, it is instructive to try to apply the

Copyright Owners'roposed definitions.

493. The core of the Copyright Owners'efinition of revenue is "monies and any other

consideration paid or payable to, or received, earned, accrued or derived by, a User by or from

any party in connection with a Licensed Service or a Licensed Product." CO Amended Proposed

Rates And Terms Section II.l. Other definitions provide that a User is a retailer:or the aNliate I

of a retailer (CO Amended Proposed Rates And Terms Section 11.6), a Licensed Product is a .

ringtone (CO Amended Proposed Rates And Terms Section 11.2), and a Licensed Service is a

"digital music service that provides ringtones" (CO Amended Proposed Rates And Terms,

Section 11.3). The Copyright Owners then provide a long, list of,different types of consideration
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that might be included within their definition of revenue, although this list is just illustrative, so it

is the initial clause that is operative.

494. Attempting to apply this definition makes clear just how vague and unworkable it

is. By way of example, as the Copyright Owners describe, the major wireless operators sell

mastertones, and full track downloads to both the phone and PC. CO PFF ltd 396-397. Record

companies have agreements with wireless carriers covering the full range of music products,

including ringtones, downloads, videos and more. Wilcox WDT at 15-16, RIAA Trial Ex. 70. If

a record company were to try to compute its mechanical royalty liability for ringtone sales using

the Copyright Owners'roposed structure, the cellular carrier would be the "User," and each

ringtone would be a "Licensed Product." Exactly what constitutes the carrier's "Licensed

Service" under the Copyright Owners'roposal is less clear. The definition is clearly drafted to

be broader than "Licensed Product," so it cannot be just the carrier's sale of ringtones of the

particular musical work at issue. In fact, the definition seems to encompass the carrier's whole

digital music service (not only the particular ringtone at issue but other ringtones, and permanent

downloads, videos and other musical products).

495. Read literally, the Copyright Owners'roposal could lead to absurd results.

Under the revenue prong of the Copyright Owners'oyalty proposal, a record company that sold

ringtones through a carrier would owe no less than 15% of revenue — that is, 15% of all monies

and other consideration paid or payable to, or received, earned, accrued or derived by, the carrier

by or from any party in connection with its digital music service (the Licensed Service) or a

ringtone {the Licensed Product). What consideration is paid to the carrier "in connection with"

the ringtone? The full price ofbundles of which the ringtone is part {e.g., where a ringtone

coupled with a full-song download, the price paid for both)? Payment for other products offered
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on the same page of the service? Payment for the mobile service necessary to,access the

ringtone? If that language was not broad enough to reach well beyond any appropriate royalty

base, certainly "in connection with" the carrier's digital music service would do so. The rate

request is designed to reach beyond rinldones to capture revenue from full-song downloads,

videos and the other musical products that carriers sell. Although it is harcl to believe that this is

intended, the language of the Copyright Owners'roposal would. seem to require payment of

15% of the overall revenues of the carr!ier's service for each ring(one sold.

496. It would be natural to assume allocatlo'n rules Such as those proposed by RIP%,

see RIAA Second Amended Rate 4: Terms Proposal Section II.I:)-E, although. in view of the

Copyright Owners'ritique of such provisions, CO PFF ft$~

612-613, it is not clear that

assumption is warranted.

497. Indeed, the Copyright Owners'efinition of revenue cannot be squared with the

primary benchmark on which their ringtone proposal purports to rely—the NDMAs. In the,

NDMAs, the retail price of the ringtone (the Licensed Product) is used to cab:ulate paymentsi.

%'ilcox WDT at 28, RIAA Trial Ex. 70, The NDMAs thus do not involve a broader, value

royalty base that the publ:ishers have proposed. The Copyright Owners'ttempt to persuade,this

Court to adopt a revenue definition different from and broader than that iri the NDMAs simply

reflects one of the ways (along with the higher percentage rate and higher cents rate in their rate

proposal) in which the Copyright Owriers are attempting to obtain a substantial increase even

beyond the inflated royalty rates for mastertones in the NDMAs. But because the Copyright.

Owners'efinition of revenue is so unclear, it is simply impossible to know how much more

record companies would end up paying for rnastertones. Although the NDMAs have many flaws

and are totally useless as a benchmark for setting rate and terms for CDs, and digital downloads,
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at least the revenue definition embodied therein is one that exists in the marketplace and under

which the parties have experience operating.

498. The Copyright Owners'roposal is also flawed because it could be construed to

require double payment. Theproposed royalty base includes consideration that is paid, payable,

received, earned, accrued or derived. CO Amended Proposed Rates And Terms Section I. Some

of those events are synonymous and others are separate and happen at different times. For

example, one might expect consideration to be accrued when earned, resulting in an obligation

that becomes payable and at some later date is actually paid/received. Presumably the Copyright

Owners do not expect to collect 15% of the amount that is earned/accrued from a sale and

another 15% of that same amount when it is paid/received, but the language of the definition

they have proposed suggests that double payment might be required.

499. The revenue prong is just one element of the Copyright Owners'ate request for

ringtones. They also define "Total Content Costs" as "all of the types of consideration

comprising Revenue that are paid or payable to the Licensor of sound recording rights and/or the

Licensor of mechanical rights in connection with a Licensed Service or Licensed Product." CO

Amended Proposed Rates And Terms Section II.5.

500. If the Total Content Costs provision of the Copyright Owners'reater of proposal

were to apply, the record company would owe "one-third of the total content costs paid for

mechanical rights to musical compositions and rights to sound recordings." CO Amended

Proposed Rates And Terms Section 1.3(c). The use of the plural in this provision is important,

because this proposal does not contemplate payment for use of a single musical composition as

Section 115 requires. Instead of looking at the payments made for the use of one musical work,

the Copyright Owners ask for one-third of payments to the record company or to music
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publishers "in connection with'" a carrier*s digital music service (I icensed Service) or a ringtone

(Licensed Product). CO Amended Proposed Rates And Terms Section II.5.

501. The Copyright Owners'greater of'roposal also lacks time coherence. The

record reflects that record companies, and publishers sometimes receive advances from music

services. See RIAA PFI. $',j 1805-1813. It is elementary th.at. uch advances cannot be booked as

revenue until earned, but under the Copyright Owners'roposal, mechanical royalties based an

them would seem to be payable as soon as a contract was signed. Thus., in the month th.at a

record company or publisher signed a contract to receive an advance, that advance would count

in the Copyright Owners'oyalty base, resulting in a windfall for the Copyright OwnerS of works

distributed that month, but leaving no payment to Copyright Owners ofworks distributed 6velr

the rest of the term of the contract as the advance is earned,

502. Contrary to the, Copyright Owner. incoherent proposal, RIAA's rate proposal (as

well as the Copyright Office". regulations, this Court's SDAP S Decision and the many'ontracts

requiring payment on a percentage of revenue basis) operates sensibly based on well-established

accounting principles, These principles have evolved over many years to address thee sorts of

complexities addressed here. The definition of wholesale revenue is already used in the industry

to calculate artist royalties, a substantial stream of payments made every day by the record

companies. Kushner WDT at 5, RIAA Trial:Ex. 62; CO Trial. Ex. 56 at RIAA0036272; 2/14/08

Tr. 3471:15-21 (Kushner):; Eisenberg WRT at 9, RIAA Trial Ex. 89; A. Finkelstein WRT at 16,

RIAA Trial Ex. 84; see also 5/12/08 Tr. 5662:10-14 (A, Finkelstein) (';[Tjhe entire artist royalty

structure is based on a percent of revenue... that's the same basis on which we make payments

to producers, to labels and. to... the musicians unions"). Moreover, the definition of revenue in

RIAA's rate proposal is essentia11y the same as fhe revenue d'efinition .in the agreements that the
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Copyright Owners themselves advance as benchmarks (the NDMAs}. A. Finkelstein WRT at 14,

RIAA Trial Ex. 84; Faxon WDT at Ex. 219 at 15, CO Trial Ex. 3; Faxon WDT at Ex. 220 at 24,

CO Trial Ex. 3; Faxon WDT at Ex. 221 at 22, CO Trial Ex 3; Firth WDT at Ex. 332 at 19, CO

Trial Ex. 24. By trying to jettison these well-established principles and invent their own system

of accounting, the Copyright Owners have created a hopelessly unworkable mess that cannot be

adopted as a statutory royalty rate.

B. The Copyright Owners'bjections to RIAA's Proposed Terms Do Not
Withstand Scrutiny.

503. As addressed more fully in RIAA PFF Section IX.B, the terms proposed by RIAA

are reasonable and appropriate. In opposing these terms, the Copyright Owners ignore the

evidence in the record and seek the imposition of regulatory requirements completely at odds

with marketplace practice. These sorts of regulatory requirements are significant reasons why

the compulsory license is almost never used, and the Copyright Owners'roposals would only

make those burdens more significant. Moreover, the Copyright Owners'ehement insistence on

the importance of practices that are almost never carried out can only be explained as an effort to

ensure that the compulsory license does not lend itself to "reasonable resort." 1981 Mechanical

Royalty Proceeding, 46 Fed. Reg. at 10480. This Court should resist those efforts and take

whatever steps it can to make the Section 115 compulsory license genuinely useable.

504. This Court has previously expressed a desire to "adopt royalty payment and

distribution terms that are practical and efficient." SDARS Proceeding, 73 Fed. Reg. at 40988

(quoting Webcastinf 11 Proceeding, 72 Fed. Reg. at 24102). RIAA's proposals are designed to

achieve that desired objective.

Accounting for DPDs
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505. As explained in RIAA PFF $$ l765-l 766, RIAA has:set: forth a term addressing '» ~
the timing of accounting for DPDs only in case the Court disagrees with RIAA's view that the

Court lacks jurisdiction to adopt this term. See RIAA COIL Shctilon V.B.1! If the Court ..

concludes that it does have jurisdiction to adopt this'erm, it is well-justified as a factual matter.

506. In opposing this term, the Copyright Owners mischaracterize the testimony. of

Andrea Finkelstein as lacking factual support. CO PFF $ 877. Ms. Finkelstein explained in her '.

written testimony that "[t]he twenty day payment cycle simply does not allow services enough .

time to complete their month-end accounting cycle, report to record companies, and then for

record companies to do the same to report to publishers." A. Finkelstein WRT at 25, RIAA Trial

Ex. 84. As the person who supervises the department that processes data concerning usage

reported by services in order to report and pay mechanical royalties. to music publishers, Ms..

Finkelstein is certainly in a position to know the titning of that diataifloiw and iprocessing cycle.

A. Finkelstein WDT at 1-2, RIAA Trial Ex. 61; 5/12/08 Tr. 5754:6-5755:6 (A. Finkelstein)

(describing the effort needed to aggregate and process the necessary data and review nearly

20,000 accounting statements for an accounting cycle).

507. Section 115's monthly payment cycle and short 20-day.accounting period have

discouraged use of the compulsory license for decades, during most ofwhich time record

companies needed only account for their own distribution ofphysical phonorecords. Now that

mechanical royalty payments require two complete accountings—one by the services and: then:

one by the record companies—it is obvious that Ms. Finkelstein~ is right: the 20-day cycle is too i

short. See 5/12/08 Tr. 5756:16-5757:18 (A. Finkelstein) (describing the "very, very quick

turnaround" as a reason record companies do not use the compulsory hcense).
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508. The marketplace has recognized for decades that a 20-day payment cycle is

impracticable, and voluntary mechanical license agreements almost always provide a 45-day

payment cycle. A. Finkelstein WRT at 25, RIAA Trial Ex. 84. Agreements between record

companies and services support Ms. Finkelstein's testimony. Merely by way of example, SONY

BMG's agreement with Nokia has detailed requirements for reporting the kind of data that is

necessary for SONY BMG to process mechanical royalty payments, and provides that those

reports will be delivered to SONY BMG [ ]. CO Trial

Ex. 352, App. 5. Universal's agreement with Apple likewise has detailed reporting requirements

and provides that reports will be delivered to Universal [

]. CO Trial Ex. 93, App. A $ 5(b). Given that these reporting obligations must be

completed before a record company can begin the process of reporting to a music publisher, it is

not possible for a record company to report to a publisher within 20 days.

509. Similarly, this Court has adopted 45-day payment cycles under Sections 112 and

114. 37 C.F.R. g 382.13(c) (SDARS); 37 C.F.R. f 380.4(c), (d) (webcasting). Whereas in those

instances a service need only report to SoundExchange within 45 days, under Section 115 there

is an extra step as services need to report to record companies and record companies to

publishers.

510. Furthermore, treating DPDs as distributed when reported, and thereby conforming

the Section 115 payment cycle to that applicable in the marketplace and under Section 114 (if

this Court has the authority to do so) would materially enhance usability of the compulsory

license. A. Finkelstein WRT at 25, RIAA Trial Ex. 84. RIAA thus urges the Court to adopt this

term if it finds that it has the authority to do so.

2. Signing Statements ofAccount
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511. The current requirement concerning signing of statements of account is another

real impediment to applying the Section 115 compulsory license to the practical realities of

modern business. The Copyright Owners have not presented any reasonable rationale justifying .

this requirement..

512. RIAA does not contend that it is difficult to, have an officer of a record company

sign a handful of accounting statements each month. However, just one major record company

(SONY BMG) renders mechanical royalty statements to 15,000-20,000 payees in an accounting'ycle.5/12/08 Tr. 5754:6-5755:6 (A. Finkelstein). If there were to,be large-scale use of the

compulsory license, an officer of the corporation could not engage in the kind of searching

review of 20,000 statements that the Copyright Owners imagine. CO PFF $ 878. Certainly, he

or she could not do so in the final days of a 20 day accounting period. The review would have to

be like the kind that occurs today in voluntary transactions, where review is delegated to royalty

accounting staff, not carried out personally by senior officials. 5/12/08 Tr. 5754."22-5755:6 (A.,

Finkelstein).

513. The Copyright Owners'uggestion that officers are uniquely qualified to xkvi6w l

royalty accounting statements has no basis in the record. The current regulations do not impose

any particular qualifications on the officers who sign accounting statements. They need only. be

officers. 37 C.F.R. $ 201.19(e)(6), (f)(6). There is no.reason to believe that the royalty

accounting staff who prepare and review royalty statements in the ordinary course ofbusiness

are less qualified to review accounting statements than any arbitrary officer of the corporation.,

514. If there were large-scale use of the compulsory license, there would, in'udigel

Roberts'ords, be "some poor fellow at Sony whose hand is worn out applying.... his or her i

signature to the statements ofaccount." 5/12/08 Tr. 5758:1-3 (A. Finkelstein). In sum,ther's,'06
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no reason that person needs to be an officer of the corporation and the very requirement makes

widespread use of the compulsory license functionally impracticable.'s

3. Audits

515. In opposing RIAA's proposal concerning the means by which record companies

verify their statements of account, the Copyright Owners again ignore the testimony in the

record. As explained in RIAA PFF Section IX, the current regulations impose burdensome

certification requirements on top of other audits that record companies conduct. The evidence

shows that record companies conduct annual audits and are also regularly audited by publishers.

A. Finkelstein ART at 26, RIAA Trial Ex. 84; 5/12/08 Tr. 5759:4-5760:5 (A. Finkelstein). The

Copyright Owners in fact make much of HFA's extensive auditing program. CO PFF tt 846.

The Copyright Owners have not explained how the burdensome certification requirement

advances any interest in this proceeding, If Section 115 is to have a chance of being used, this

Court should adopt RIAA's proposed provision.

4. Covered Reproductions

516. The Copyright Owners indicated in a footnote that RIAA's proposed term

concerning covered reproductions is resolved by the settlement announced to the Court on May

15, 2008. That settlement concerns interactive streams and limited downloads, not other

configurations. For example, the copies made on servers to enable delivery of ringtones and

permanent downloads are outside the scope of the settlement. Accordingly, the Court should

adopt RIAA's proposed term with respect to product configurations not covered by the

's Contrary to the Copyright Owners suggestion, CO PFF ~J 879, RIAA has not proposed
elimination of the current certification requirement. Rather, RIAA proposes simply that
licensees be permitted to have the certification made by staff who review royalty statements in
the ordinary course of business. RIAA Second Amended Rate Proposal Section V.C.
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settlement (as proposed in RIAA's draft regulations), for the reasons: set forth in RIAA ppF,

Section IX.B.4.'9

5. Locked Content

517. The Copyright Owners argue that the element of RIAA's alternative rate proposal

addressing locked content is contrary to the provisions of Section 115.'-0 That is incorrect.

518. As an initial matter, it is important to recognize that RIAA's alternative rate

proposal is not RIAA's preferred option. A percentage of revenue royalty rate structure

addresses new delivery technologies and business models like locked content automatically,

without the need for specialized provisions like this. Iti is only ifithe Court concludes that it is

appropriate to try to squeeze new business models like ilocked content into an inoexjble cents

rate royalty structure that it would become necessary to consider special provisions;that would

make those business models practicable.

519. The Copyright Owners'pparent proposal, charging 12.5 cents per physical

locked track or 15 cents per downloaded locked track, even ifnobody ever buys or even listens

to the music, would simply serve to ensure that lockedh content would iievpr Qe remade available

under Section 115 during the coming rate period.&i See Eisenberg %RT at 26-27, RIAA Trill',

&9 To the extent that the parenthetical reference to interactive streams @s iiicidental DPDs lin I

RIAA PFF $ 1778 suggested otherwise, RIAA clarifies that the issue of whether interactive

streams constitute incidental DPDs is subject to the settleQetit. IThg pWreqthgticyl vyas not
intended to place the subject matter of the settlement at issue.

&0 This proposal is an integral element of RIAA's proposed rates, not a term ofpayment, but,

because the Copyright Owners addressed it together withe RIAA's proposed terms, RIAA

responds here together with our responses to the Copyright Owners'ritique of RIAA's tj:res. 1

'-i RIAA believes that locked content most likely would be made available as a physical product

or permanent download. To the extent that locked content might involve limited downloads, that

would be covered by the settlement announced to the Court on May 15, 2008 and is excluded

from this proposal. See Draft Regulations Implementing RIAA,'s Proposed Rates and Terms

$ 385.1.
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Ex. 89. For example, consider the case of 1,000 encrypted tracks preloaded onto a hard drive in

the hope that a consumer might buy a few of them. As Mr. Eisenberg explained, it is unlikely

that the record company would receive any up-front consideration for placing such locked

content on a device. Eisenberg WRT at 26, RIAA Trial Ex. 89. Thus, for the act of preloading

the encrypted tracks, even the Copyright Owners'isplaced benchmarks would suggest a

royalty of zero (20-50% of a content pool of zero)—not a royalty of $ 125.

520. If this Court is going to fulfill its statutory duty to set royalty rates "for the

activities specified by this section [115]," 17 U.S.C. ) 115(c)(3)(C), the royalty must be "a

royalty of reasonable resort," J98/ Mechanical Royalty Proceeding, 46 Fed. Reg. at 10480.

Setting a royalty that is utterly unreasonable for a product configurations in the marketplace or

likely to be in the marketplace during the rate period would fail to achieve this objective. It is

content if this Court is not prepared to adopt a percentage royalty rate structure.

521. RIAA's proposal is consistent with the requirements of Section 115. Under

Section 115, "the royalty under a compulsory license shall be payable for every phonorecord

made and distributed in accordance with the license. For this purpose, and other than as

provided in paragraph (3), a phonorecord is considered 'distributed'f the person exercising the

compulsory license has voluntarily and permanently parted with its possession." 17 U.S.C.

$ 115(c)(2).

522. Even assuming that shipment of locked content constitutes perinanently parting

with possession,"-'- the Copyright Owners'ritique of RIAA's proposal fails. The Copyright

-'-'hether that is so may depend on the particular commercial arrangements involved. In

addition, it is not clear that a distributor should be considered to have permanently parted with
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Owners selectively quote the foregoing provision to emit the key phrase "other than as provided

in paragraph (3)." CO PFF ft 884. However, in the foregoing provision, "paragraph (3)" refers

to Section 115(c)(3), which, among other things, authorizes the Copyright Royalty Judges to set

terms of the compulsory license. Thus, this Court is not constrained by the definition of the term

"distributed" in adopting terms if necessary to achieve its mandate. Instead, it is specifically

authorized by statute to do just what RIAA has proposed—clarify what it means to distribute a

new type of product where the generally-appliicable definition does not work.

523. Here, the evidence in the record supports RIAA's proposal. See RJAA PFF

'll 1677. Even in the NK)MAs that are the basis of the Copgrigtht Owners'ate proposal, in,the,

ordinary case, the mechani.cal royalty for locked content is payable when the locked content is

unlocked. In the unlikely event that the record company received an up-fiont payment,, the

agreements would require the record company to sharers it with publishers. Eisenberg WRT at 26-

27, RIAA Trial Ex. 89; Faxon %'DT at Ex. 219-221, CQ Trial EX. 3. A percentage rate structure

would achieve exactly the same result automatically, because when the up-front payment was

recognized as revenue it would be included in the royalty base, and when a purchase payment

was recognized as revenue, it also would be included in the royalty base, In a less flexible cents;

rate system it would be impossible to quantify and address the unlikely occurrence of an up-front

payment for locked content, so RIAA's proposal is the best approximation of the marketplace

treatment of locked content possible within a cents rate structure.~3

possession of a phonorecord over which it exercises dominion by controlling the key to

unlocking an encrypted track.

-3 It must be recognized, of course, that the marketplace agreements that address locked content
(NDMAs} were package deals and otherwise are inappropriate benchmarks for this proceeding.
As RIAA argues elsewhere, one cannot validly look at any one piece of them in isolation and

assume that it is reflective of marketplace terms for that piece in a standalone transaction. RIAA

PFF $'ll 944-63. Moreover, R1AA is not proposing that the locked content provisions of the
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524. Finally, this is once more a situation where the Copyright Owners want to have

their cake and eat it too. They (wrongly) propose the NDMAs as the benchmark for all rates to

be set in this proceeding, but want the Court to ignore that those agreements included other

things„ like a clear and simple definition of revenue (unlike what Copyright Owners have

proposed here), provisions addressing the royalty rates for multisession products, and a provision

addressing locked content that made clear that the royalty rate would be based on content

actually unlocked, rather than based on the number of sound recordings which are on a device

but are inaccessible.

6. Multiple Instances

525. The Copyright Owners also attack the element of RIAA's alternate cents rate

proposal concerning treatment of products with multiple instances of the same recording, such as

a disc that must be formatted to have multiple sessions to enable play on different devices or in

both stereo and surround sound. See CO PFF $$ 886-888.

526. Again, it is important to understand that a percentage of revenue royalty rate

would appropriately address products with multiple instances of the same recording

automatically, without the need for specialized provisions like this. It is only if the Court

concludes that it is appropriate to try to squeeze these kinds of products into an inflexible cents

rate royalty structure that it becomes necessary to consider special provisions to ensure that

NDMAs be used as a rate benchmark, but only as an indication of a possible structure for
addressing the difficult problem of how this Court can fulfill its mandate to set a reasonable rate

for locked content if it determines to adopt an inflexible cents rate structure.
-'4 As with locked content, this proposal is an integral element of RIAA's proposed rates, not a

term of payment, but because the Copyright Owners addressed it together with RIAA's proposed
terms, RIAA responds here together with our responses to the Copyright Owners'ritique of our

terms.
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disputes over interpretation of the statute and regulations to not make these products

impracticable.25

527. In opposing RIAA's proposal for addressing multiple iinstances, of the, same sound,

recording in a single product, the Copyright Owners hale rbsoded to'recisely the same

fallacious arguments they have made to delay the introduction, of,multisession products in the

past. Barros WDT at 17, RIAA Trial Ex. 74; A. Finkelstein WDT at 11-12, RIAA Trial Ex 61;

Wilcox WDT 23-24, RIAA Trial Ex. 70. By making these arguments in 2004 (as well as raising

a host of other disputed issues), they were able to introduce uncertainty.concerning the status of;

DualDiscs, SACDs and other multisession products, and thereby gain leverage to extract high

royalty rates for ringtones in the NDMAs. Wilcox WDT 23-30, RIAA Trial Px. 70.

528. The Copyright Owners contend that RIAA's proposal conflicts with Section

115(c)(2). CO PFF tt 887. That provision provides that "the royalty under a compulsory license

shall be payable for every phonorecord made and distributed in accordance with the license."

The Copyright Owners then imply that the reference to "phonorecord" in that provision mlearis

something like "instance of a sound recording."

529. Of course, the statute does not say that.,:Section 115(c)(2) refers to payment "for

every phonorecord made and distributed." 17 U.S.C. $ 115(c)(2) (emphasis added). It reiterates

that the statutory rate shaB be payable "[w]ith respect to each work embodied in the

phonorecord." Id. {emphasis added).

530. The Copyright Office's regulations implementing Section 115 are completely

consistent. Section 255.2 of those regulations specifies that "fw]ith respect to each work;

25 This problem obviously could be addressed in ways, other than that proposed Py RIAA. For

example, one could conceive of a special rate class for products with multiple instances, where

the rate is an otherwise-applicable cents rate divided by the number of instances of.each

recording.
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Q embodied in the phonorecord, the royalty payable shall be [the rate specified, as adjusted

pursuant to Section 255.3] for everyphonorecord...." 37 C.F.R. f 255.2 (emphasis added).

Section 255.3 of those regulations repeats no less than 13 times that the royalty is payable "for

everyphonorecord." 37 C.F.R. $ 255.3 (emphasis added). The regulations concerning reporting

and the computation of payments are to a similar effect. For example, each report is to include

on a per work basis, 37 C.F.R. $ 201.19(e)(2)(v), "the number ofphonorecords" made and

distributed, 37 C.F.R. f 201.19(e)(3). The royalty is computed by calculating the number of

phonorecords distributed (taking into account reserves) and "multiplying... by the statutory

rate." 37 C.F.R. g 201.19(e)(4)(ii) (Step 5).

531. In the foregoing provisions, a "work" is a musical work. "Phonorecords" are

defined by the Copyright Act as "material objects in which sounds... are fixed by any method

now know or later developed, and from which the sounds can be perceived, reproduced or

otherwise communicated...." 17 U.S.C. g 101. Given that a disc is a single "material object"

(and not two or more), it is thus apparent that Section 115(c)(2) and the relevant regulations

require payment of a single mechanical royalty for each musical work embodied in a disc.

Nothing in the statute or the regulations indicates or suggests that the number of instances of a

recording of a single work embodied in a disc should compel multiple royalties.

532. To the contrary, for 50 years encoding technology has dictated that products have

two separate instances of each sound recording—the left and right stereo channels—and nobody

has ever suggested that separate payments are required for each channel. A. Finkelstein WRT, at

24, RIAA Trial Ex. 84. The statute likewise provides absolutely no basis for concluding that

stereo and surround sound versions of the same recording on one phonorecord should bear

separate cents rate royalties.
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533. Even more important, this argument is a red herring. The purpose of this

proceeding is to determine the royalty rate that will be payable for phonorecords distributed

under Section 115. This, Court has considerable discretion in determining what that rate will be,

subject to the general princ:iples of rate determination under Section 115 and Chapter 8. See

RIAA COL Section II. Nothing in the fact that the rate is payable for phonorecords suggests or

requires that this Court cannot set a rate for products with multiple instances of the same

recording that is appropriate to the economics of those products. Toithe contrary, this Court

must set a reasonable royalty rate for those products, and the rate'determined will be the one

payable for those phonorecords.

534. For this reason,, there is no inconsistency between RIAA's proposal concerning

the treatment of products with multiple instances of the'same recording'and the Copyright Office

regulations (or for that matter RIAA's position concerning,'this C'ourt's,authority to adopt terms).

If this Court adopts an appropriate royalty rate for products with multiple instances of the same

recording, that will be the rate applicable to those phoniorecords under the Office's payment

regulations.

535. If this Court does not: adopt a percentage rate as RIAA has proposed, thd redford

compels the conclusion that this Court should set a rate~ that does~ not artificially multiply a record

company's payment based on the number of instances of the same recording in a product.

Multiple session products are created to enable playability on mhltigle Platforms, and sometimes

to enable the copy protection the Copyright Owners have said they want. CO PFF $ 362. They

have not commanded a material price premium in the marketplace. Barros WDT at 171 RIIAA

Trial Ex. 74; A. Finkelstein WDT at 11-12, RJAA Trial Ex 61; Wilcox WDT 23-24„MAA Trial

Ex. 70; A. Finkelstein WRT, at 24, RIAA Trial Ex. 84. And while the NDMAs cannot beireliedl
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upon as a marketplace benchmark for rates, see RIAA PFF Section IV.D, it is notable that the

Copyright Owners agreed therein to license multisession products for the same mechanical

royalty as applicable to a CD (including applicable discounts under controlled composition

clauses). Wilcox WDT 28, RIAA Trial Ex. 70; Faxon WDT at Ex. 219-221, CO Trial Ex. 3. If

this Court does not adopt a percentage rate, RIAA's alternative proposal best addresses the

unique circumstances of multisession products.

C. The Copyright Owners'roposed Terms Lack Evidentiary Support and,
with One Exception, Are Contrary to Law.

536. While RIAA's proposed terms are intended to make the Section 115 compulsory

license into a tool that might actually be used in modern commerce, the CopyrightOwners'roposed

terms are intended to exploit the power of this Court to enhance the leverage of the

Copyright Owners so that they can seek in future voluntary agreements what they have to date

been unable to secure through marketplace negotiations. With one exception, the Copyright

Owners'roposed terms are contrary to the great weight of evidence in this proceeding.~7

&6 Throughout this proceeding, the Copyright Owners have intimated that they might propose
terms supplanting the reserve accounting rules in the Copyright Office's regulations. They never

proposed such terms, however, and at this point have waived the right to do so, The Copyright
Owners included a definition of revenue in Section II of their Amended Proposed Rates and

Terms. While they discuss that definition in the terms section of their Proposed Findings of Fact,

see CO PFF Section XI.10, that definition is not denominated a "term" in their Amended

Proposed Rates and Terms. Accordingly, we do not treat it as a term. Because it relates solely to

their proposed ringtone rates, we address that definition in our discussion of ringtone rates. See

RIAA RPFF Section VIII.A.4.

-'7 RIAA does not object to the Copyright Owners'roposal to apply the rates determined in this

proceeding to phonorecords distributed after the effective date of such rates, regardless of the

date of manufacture, subject to RIAA's proposed transition period. However, RIAA does take

exception to the Copyright Owners'harge that record companies have misapplied the effective

date provisions of previous Section 115 royalty rates. As the Copyright Owners describe, those

rates have applied to phonorecords "made and distributed" after a certain date. That language
could not be more clear that the new rates do not apply to products manufactured before the

effective date and distributed after (i.e., ones distributed, but not made, after the effective date).
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537. As RIAA has described elsewhere, with one exception, the Copyright Owners*

proposed terms are also contrary to law. RIAA COL Section V.C; RIAA RCQL Section VI.

1. Late Fee

538. The Copyright Owners'roposed Findings of Fact confirm the audacity of their

proposed late fee. The Copyright Owners state in no uriceitain terms that in the marketplace,

HFA cannot add a late payment fee to its licenses because there is toto much "resistance." CO

PFF $ 859. That is crystal clear evidence that their proposal is contrary to the market. The

Copyright Owners also freely admit that the real purpose af the proposal is to get "a late fee in

the Fox license." COPFF) 860. This Courtmustadoptreasonable terms fora compulsory i

license, not act to enable Copyright Owners to secure in their voluntary licenses what they have

generally been unable to obtain in the marketplace.

539. There is no dispute that record companies are notialways able to make paymemts i

when due. However, the evidence shows that writers and publishers are overwhelmingly the

cause of most late payments because they want recordings to gabe released as soon as they are,

completed and then often wait months to negotiate splits of ownership of the neer niusical works

embodied therein. See RIAA PFF Section IX.C.l.b.

540. There is also no dispute that record companies pay tens of millions of dollars in

advances to cover at least some late payments. The Copyright Owners mischaracterize the

evidence in this regard. They correctly note that Ms. Finkelstein's written testimony explained,

that record companies pay such advances. However, they. call that testimony "inaccurate[]"

based on oral testimony of Ms. Finkelstein and Mr. Pedecine. CO PFF $ 857. It is the Copyright,

Owners'haracterization of the oral testimony that is inaccurate. Ms. Finkelstein testified at trial .

As the Copyright Owners themselves acknowledge, that is how record companies have applied.

that provision. CO PFF $ 867.
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that the advances cover "any late payment reason." 5/12/08 Tr. 5691:16-21 (A. Finkelstein). As

Chief Judge Sledge recognized at the time, the portion of Ms. Finkelstein's testimony cited by

the Copyright Owners refers to custom and practice concerning collection of the late fee

provided in some HFA licenses, not to the late fee proposed by the Copyright Owners here.

5/12/08 Tr. 5687:9-5690:13 (A. Finkelstein). Thus, Ms. Finkelstein's testimony is consistent

that the Copyright Owners are requesting late fees in this proceeding that would cover late

payments for which record companies pay advances.

541. The Copyright Owners also cite testimony ofMr. Pedecine. However, he gave

varying answers concerning what he believes the advances cover. The CopyrightOwners'roposal

contains no express exclusion of situations covered by advances, and even if the

Copyright Owners'roposal was understood to be limited to cases where splits had been

resolved, it ultimately appears from Mr. Pedecine's testimony that the proposed late fee would

apply to at least some cases where advances are paid. 5/19/08 Tr. 7074:17-7077:16, 7079:6-

7080:3 (describing circumstances where late payments on licensed works would be covered by

advances), 7090:5-7 (indicating that advances are available to be recouped against late

payments).

542. Certainly the data presented by Mr. Pedecine does not provide a reliable basis on

which to judge the extent of late payments not covered by advances. The Copyright Owners in

their Proposed Findings of Fact recite the same statistics contained in Mr. Pedecine's written

testimony. CO PFF $ 845. However, that testimony is highly misleading, as explained in

RIAA's Proposed Findings of Fact. See RIAA PFF )[$ 1806-08.

543. The Copyright Owners point to HFA's audit recoveries as justification for a late

fee. However, they amount to only about 6.2/o of HFA's receipts over the period. CO PFF
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$ 846. That is not much more than half of the percentage that would be required to shift the costs

of an audit under the regulations this Court has adoptedi fori Sectien 114'. 37 C.F.R. (~ 380.7(g),

382.15(g). Moreover, publishers often make unreasonable demands for royalties during audit

processes that can last for years. A. Finkelste.in AVRT at 26, RIAA Trial Ex. 84. In any event, a

settlement of such claims that is f:anally reached is not a rehable indicator of the actual liability.

Cf. Fed. R. Evid. 408 (settlements not admissible to prove disputed claims).

544. The Copyright Owners point to record company contracts to support their rpqqest

for a late fee, but those contracts are irrelevant, and paint a mixed picture in any event. They ~arel

irrelevant because if the purpose of considering them is as an indicator of marketplace practice,

the relevant comparator is marketplace practice with respect to mechanical licenses. The

evidence shows that mechanical licenses do not generally contain late fee provisions. RIAA PFF

Section IX.C. l,a. The Copyright Owners seem to agree. CO PFF Section XI.5(f) (Terms),

Record company contract. paint a mixed picture because recerd accompanies do not typically

include late fee provisions in arti.st contracts. 2/14/08 I'r. 3256:10-11 (G. Finkelstein).

545. Finally, the: Copyright Owners admit that they have a right to terminate

compulsory licenses for late payment, but argue that they should have other remedies as well.

CO PFF Section IX.5(d) {'Terms). 'A'here Congress has specifically addressed the Copyright

Owners'emedies for |late payments, this Court should proceed with extreme caution in second-

guessing Congress's judgment as to which remedies should apply. The Copyright Owners'nwillingness

to invoke the remedies ( ongress has given them is an insufficient basis to invent

new remedies. See RIAA PFF 5'f~ 1814-16.

2. Assessment on All-In Transactions
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0 546. The first sentence of the Copyright Owners'roposed Findings of Fact addressing

all-in distribution, or what they refer to as "pass-through licensing" says it all: "Section

115(c)(3)(A) permits a compulsory licensee to authorize the distribution of a musical work by

means of a digital transmission." CO PFF $ 861. Notwithstanding that Congress chose to permit

this practice, and that it is in fact the dominant mode of distributing DPDs, the Copyright Owners

want this Court to assess a tax designed to discourage the practice by allowing the Copyright

Owners to receive a royalty rate higher than that which this Court otherwise finds reasonable by

application of the Section 801(b)(1) objectives. Because this tax flies in the face of Congress's

express decision to allow record companies to assume responsibility for mechanical licensing for

the DPDs they sell through services, and because the Copyright Owners have not even attempted

to justify this further rate increase under the Section 801(b)(l) objectives, this proposal must fail.

547. Nor is there a sufficient evidentiary basis for this proposal. To the contrary,

resistance in the marketplace has precluded HFA from including it in its voluntary license

agreements. 5/19/08 Tr. 7104:7-7105:21(Pedecine). It cannot be the goal of this proceeding to

give HFA leverage to obtain in its private contracts provisions that HFA has previously been

unable to obtain in the marketplace.

548. The Copyright Owners seek to justify their proposed assessment on two grounds.

First, they argue that record companies'ssuming responsibility for mechanical licensing for the

DPDs they sell through services precludes the Copyright Owners from auditing services, which

they suggest might be allowing underpayment to go undetected. CO PFF $ 862. However, this

asserted problem is inherent in Congress's decision to allow record companies to assume

responsibility for mechanical licensing for the DPDs they sell through services. As Chief Judge

Sledge observed, "it seems to me that what you'e doing is raising an objection to the statutory
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provision, and you'e sad that the statute permits the labels to halo thig and, because the statute

does permit them to do this, then you'e seeking some additional revenue as a result of that."

5/19/08 Tr. 7107:5-11 (Pedecine).

549. The Copyright Owners also have made absolutely no eff'ort to quantify whether

they have lost income as a result of record companies'elling DPDs on an all-in basis. Record

companies are in a position to audit services and have every motivation to ensure: that services

are not under-reporting usage. CO Trial Ex. 90 at 14-16 (audit provisions in Digital Download

Agreement between SONY BMG and Apple); CO Trial Ex. 91 at 10-1:l. (same for EMI Music

and Apple); CO Trial Ex. 92 at DIMA 2006-:3 CRB DPRA003782-83 (same for Warner Music

Group and Apple); CO Trial Ex. 93 at DMA 2006-3 IDPBA003702-03 (Carne for )Jniversal

Music Group and Apple). In fact, Bruce Benson described the auditing programs his firm has

implemented on behalf of record companies. 5/8/08 Tr. 5610:17-5612;5 (Benson). Nothing in

the record establishes that there has been any underreporting by services at all, let alone 3%

rather than 1% or some other number. Because this Court cannot adopt an arbitrary assessment

in an amount having no basis in the record, the Copyright Owners'urported audit jusit'ification

for their assessment must fail.

550. Second,, the Copyright Owners seek to justify their proposed assessment based on

late payment. In this respect., the assessment is cumulative with the: Copyright Owners'roposed

late fee. Adopting both of these proposals plainly would give the Copyright Owners more than a

double recovery, but in fact neither is justified. RIAA PFF tt 1820.

551. The Copyright Owners" assertion that "irecord companies" treat the DPDs they

sell during the last month of a quarter as distributed during the f'ollowing quarter, thereby

delaying payment by a quarter, finds scant support in the record. CO PFF '!t 864. As an initial
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matter, this issue arises only under HFA agreements. The compulsory license has a monthly

payment cycle, not a quarterly one. Even if the purported problem exists, which is by no means

clear, a problem arising from a quarterly payment cycle in pnvate contracts cannot be fixed in a

proceeding to set terms for a compulsory license with a monthly payment cycle. Moreover, the

record shows that this assertion is based on only "a couple" audits ofunspecified record

companies. 5/19/08 Tr. 7050:19-7051:2 (Pedecine). See RIAA PFF $ 1819. There is no

evidence ofwhether this practice exists beyond those two unnamed examples. Finally, even if

this practice were widespread, it is asserted to result in a delay in payment for only one month

out of three. That cannot justify an assessment on mechanical royalties for all all-in sales.

3. Attorneys'ees

552. The Copyright Owners provide no factual justification for their attorneys'eest proposal except the bald assertion that it would "provide an additional incentive for licensees to

pay in a timely manner." CO PFF $ 866. No reliable evidence establishes that late payment is a

significant problem, or that other remedies available to the Copyright Owners provide

insufficient means to address late payment. In fact, the evidence is to the contrary. RIAA PFF

g 1805-1813. The mere fact that the Copyright Owners would like this particular incentive to

be enshrined in regulations is an insufficient reason for this Court to adopt it.

553. The Copyright Owners go out of their way to argue that Section 505 of the

Copyright Act, which permits a court to award attorneys'ees to prevailing parties in copyright

actions, does not give them the remedy they want. CO PFF $ 866. It appears that they want this

Court to create a new cause of action that Congress has not seen fit to create, and then provide

that a Copyright Owner prevailing in this new cause of action should have the benefit of a rare
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Pipeline Service Ca. v. iiYilderness Society, 421 U.S. 240 (1.975) (only Congress, not the courts,

may create exceptions to the rule that each paity generally must pay its own attorneys'ees).

Plainly Congress's grant to this Coins of the power to adopt certain terms of royalty payment

does not allow it to grant this sweeping request.

4. Licensing and Reportiing Requirements

554. The Copyright Owners say that they are proposing a requirement of greater~

specificity in licensing and. reporting. CO PFF $ 868.

555. With respect to licensing, as RIAA has described elsewhere, this Court has no

power to change the requirements for obtaining a compulsory license. RIAA,COL 'fJ$ 262-263.

556. With respect to reporting, the language of the Copyright Owners'roposal

appears to differ from the existing regulations only in requiririg that in the case of something

referred to as a "pass-through. arrangements" the record company must report "the retail outlet

through which the distribution was made to the end usher." Co Amended Rate & Terms Proposal

Section III.5. The proposal does not define what is meant by a pass-through arrangement.

Arguably the language is broad enough to encompass physical distribution. However, record

companies have sold physical products for a century through thousands of retailers without being

required to report the names of the retailers. The Copyright Owners have provided no evidence

or explanation justifying identification in,statements of account of every retail store that sells

CDs (to the extent that they are even known to record companies}. Any such additional

reporting "seems unnecessary and burdensome." A. Finkelstein~ WRT iat 14, RIAA Trial Ex.,84.

557. Even assuming that the proposed reference to pass-through arrangements refers

only to the case where a record company is the compulsory licensee and sells DPDs on an all-in

basis, the Copyright Owners have established no reason why,operation of the compulsory license
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would be enhanced by reporting the identities of the hundreds of online retailers that resell

various kinds of products. The Copyright Owners suggest that perhaps it would facilitate

auditing. CO PFF f) 868. However, they provide no explanation of why this is so. That is too

slim a reed on which to base a departure from long-established reporting requirements.

D. The Copyright Owners'Attempt to Overturn the Register of Copyrights on

the Referral Questions Regarding Ringtones Must Fail Because Ringtones
Fall Squarely Within the Scope of the Statutory License.

558. Notwithstanding the Memorandum Opinion issued on October 16, 2006 by the

Register of Copyrights, the Copyright Owners presented testimony at trial and have proposed

findings of fact suggesting that ringtones fall outside the scope of the statutory license, See CO

PFF Section XVII. As has already been explained, the Register concluded in its Memorandum

Opinion that "[r]ingtones that are merely excerpts of a preexisting sound recording fall squarely

within the scope of the statutory license...."'egister of Copyrights, Memorandum Opinion at

3 (Oct. 16, 2006). The Copyright Owners may not seek to have the Judges overturn that decision

here. See RIAA PFF Section VII.C. The Judges should thus reject the CopyrightOwners'roposed

findings on this point.
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IX. CONCLUSION

559. For the reasons set forth above and in RIAA's Reply Conclusions of Law, as well

as the reasons set forth in RIAA's initial Proposed Findings ofFact and Conclusions ofLaw, the'.

Court should adopt RIAA's proposed Rates and Terms and reject, the Rates and Terms offered by

the Copyright Owners.
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REPLY CONCLUSIONS OF LAW

1. In its Proposed Conclusions of Law, RIAA sought to examine the relevant

statutes and the decisions of this Court and its predecessors to identify and illuminate the central

issues in this case. As discussed in more detail therein, this Court's and its predecessors'rior

decisions demonstrate, among other things, that

Simply because a "benchmark" involves the same copyrighted work does not
mean that it automatically serves as a sound basis on which to set rates in this
proceeding. As the Court has made clear, royalty rates from a benchmark market
are only useful in setting rates in a target market if the product that the consumer
actually purchases in the benchmark market is comparable to the target market,
RIAA COL Section II.B.2.

The 1981 CRT that addressed mechanical royalties provides a roadmap for this
Court to use in analyzing the state of the market, the statutory factors as they
relate to mechanical royalties, and the evaluation of a reasonable royalty rate.
RIAA COL Section II.A.

This Court has authority to adopt a percentage rate, and a percentage of wholesale
revenue rate structure should be adopted where such a structure accurately values
the usage involved and is sufficiently accepted in the affected industries to be
workable. RIAA COL Section IV.B.

The statute prohibits the Court from adopting terms inconsistent with those
previously adopted by the Register of Copyrights, except with respect to notice
and recordkeeping requirements. RIAA COL Section V.A.

In contrast, the Copyright Owners'roposed Conclusions of Law (and Proposed

Findings of Fact) have an ipse dixit quality to them — they recite over and over that the

benchmarks they have presented to the Court are comparable, but can point to literally nothing in

prior cases to support that claim. Indeed, as discussed below, the Copyright Owners'roposed

Conclusions of Law are noteworthy primarily because they glide over or ignore the central issues

of this case, particularly the critical importance of comparability in analysis of the benchmarks

presented to this Court, and the substantial body of law on what constitutes a comparable

benchmark. In addition, the Copyright Owners'udimentary discussion of the statutory factors



and their meaning, as established by prior decisions ofthis Court and its predecessors, provides

the Court with virtually no guidance as to how to apply the factors in this proceeding.

3. In the end, the Copyright Owners'egal argument is another version of the "heads

I win, tails you lose" argument that is at the heart of their case in this proceeding:

~ When everything is going well in the re'cord industry and sales and prices are'oingup, the Copyright Owners argue that they need a higher rate in order to get
a fair return. When everything is going poorly i'he music industry and sales and
prices are going down, the Copyright Owners argue that they nonetheless need a
higher rate in order to get a fair return. i

~ The Copyright Owners argue that RIAA's benchmarks are not appropriate
because agreements where a statutory license is theoretically available (even if
not practically available) cannot legally be considered, but it is perfectly
appropriate to consider mastertone agreements (where the rights at issue are also
subject to a compulsory license) or the Audio ~Home Recording Act where
compensation is not set by the market. '

The Copyright Owners argue that this Court must ignore the bloated profits of
music publishers and focus only on the "struggling" songwriter, except where
those songwriters admit that they routinely agree to rates much lower than'the
statutory rate in order to get an artist to record a song and a record company to
invest in recording, marketing, manufacturing, and distribution of that song. '

The Copyright Owners argue that agreements involving multiple different types
ofprovisions cannot be used as benchmarks, except when those agreements
include rates for mastertones, such as the NDMAs.

The Copyright Owners Have Failed to Provide the Court with Comparable
Benchmarks.

A. The Copyright Owners'iew of Comparability of Benchmarks Is
Inconsistent with the Decisions of This Court and Its Predecessors.

4. RIAA and the Copyright Owners appear to agree that a central issue in this case is

the comparability ofbenchmarks. Compare RIAA COL Section lI.N.2 with CO COL'Sectidn'II.A.The Copyright Owners, however, fundamentally misunderstand the meaning of

comparability.



5. As discussed in detail in RIAA COL Section II.B.2, this Court and its

predecessors have made clear, in case after case, the requirements of a comparable benchmark.

In particular, these decisions have made clear that simply because a copyrighted work is an input

to products in two different markets does not mean that the rates paid for one are useful in setting

the rates paid for another. Determination ofRates and Termsfor Preexisting Subscription

Services and Satellite Digital Audio Radio Services, 73 Fed. Reg. 4080, 4089 (Jan. 24, 2008)

("SDARS Decision"). In assessing comparability, it is critical to look at the ultimate consumer

product because it is from that product that the value of the copyrighted work is derived.

Determination ofReasonable Rates and Termsfor the Digital Performance ofSound

Recordings, 63 Fed. Reg. 2S394, 25396-97 (May 8, 1998) ("PES I Librarian 's Decision").

6. This analysis was central to both this Court's SDARS decision and its webcasting

decision. In particular, in the SDARS case, the Court rejected use of the royalties paid for the

use of sound recordings by PES services as a benchmark for the SDARS services precisely

because the ultimate consumer product was so different, and used by consumers so differently,

and determined that even though the same works and rights were at issue, and even with

proffered adjustments, the rate paid by a PES service was useless as a benchmark for SDARS

service. SDARS Decision, 73 Fed. Reg. at 4089. In contrast, in both proceedings, the Court

found that the similarity between interactive services and non-interactive services (SDARS and

webcasfing) — especially the basic consumer experience — were sufficiently close that the

former made a good benchmark (with appropriate adjustments) for the latter. SDARS Decision,

73 Fed. Reg. at 4093; Digital Performance Right to Sound Recordings andEphemeral

Recordings, 72 Fed. Reg. 24084, 24093 (May I, 2007) ("8'ebcasting IIDecision").



7. As discussed in more detail in RIAA COL Section II.B.2, this Court and it&

predecessors have, through their decisions, identified a host of criteria on which to assess

comparability, focused primarily on whether the ult:imate product in the benchmark market is

sufficiently close to the product sold in the target market. It is crystal clear from the Copyright

Owners Proposed Findings of Fact and Dr. Landes'wn testimony, that Dr. Landes ignored

these criteria and made no effort at all to engage in this analysis. CO PFF'ection XII.B. In

evaluating his benchmarks, Dr. I.andes did nothing more than determine that the markets to

which he looked involved both musical works rights and sound recording rights. The four

"criteria" that Copyright Owners divine from Dr. Landles'eithdd aire that the benchmark

(a) "arise from voluntary market transactions" (CO PFF $ '486); (b) "'be unaffected by a statutory

hcense, such as Section 115, or any other price control" (CO PFF $ 487); (c) "provide

information regarding the relative valuation of the musical composition and the sound recording"

(CO PFF $ 488); and (d) "require users to acquire separate licenses for both the copyrighted

musical composition and the sound recording" (CO PFF $ 489).

8. Dr. Landes'riteria obviously have nothing to do with comparability as this Court

has explained it. Dr. Landes has never explained why ibe chose theiringtone market and the

synch market and not webcasting or music videos (each of which al.so involves mu. ical work and

sound recording rights'), and he never looked at all at the ultimate consumer products at issue.

Were Dr. Landes'on-analysis the appropriate means to examine comparability, then this

Court's analysis in the SDARS case would make absolutely no sense. SCABS L)ecision, 73 Fed.

Reg. at 4089.



9. In sum, Dr. Landes'nalysis of comparability is neither sufficient nor valid. At

no point in this proceeding have Copyright Owners grappled with or provided the Court with any

evidence about the central issue in this proceeding.

B. The Copyright Owners'enchmarks Provide Little or No Useful
Information.

10. As discussed in more detail in RIAA's Proposed Conclusions of Law and its

Proposed Findings of Fact, the benchmarks presented by Copyright Owners each utterly fail the

test for comparability established by this Court and its predecessors.

11. The market for synchronization rights is vastly different than the market for any

of the products that are the subject of this proceeding. Consumers go to the movies or watch

television shows and commercials for different reasons than they acquire music for listening.

This difference in purpose, by itself, renders the market for synchronization rights a poor

benchmark for the rates to be paid for mechanical licenses for CDs and digital downloads.

RIAA PFF Section IV.B.3.

12. The Copyright Owners also mischaracterize the market for synchronization rights

in their Proposed Conclusions of Law, CO COL $ 37. Specifically, one reason the synch

benchmark is inappropriate is the different purchasers in the two markets; record companies are a

seller in the synch market and the main buyer in the mechanicals market.

13. This Court itself has twice rejected the market for synchronization rights as a

benchmark for the rates to paid for musical works and sound recordings; indeed, the Court has

specifically rejected the "equivalency" theory that Dr. Landes argues is the upper end of his

range of reasonableness. Webcasting IIDecision, 72 Fed. Reg. at 24094; SDARS Decision, 73

Fed. Reg. at 4090.



14. The Audio Home Recording Act ("AHRA") is not a marketplace benchmark at'll.
And although trumpeted as such earlier in this pr~egd~g, J.anjdeg WRT, at,29, CO Trial Ex.

406, it has now been demoted to mere "corroboration," CO COL $ 40. But if the synch rights

benchmark fails, as it must, then the Copyright Owners havei offered no range of rates for. the

AHRA to corroborate.

15. Even if viewed as a potential benchmark, the AHRA too must be rejected. It was

imposed as part of a legislative compromise on a variety of issues having nothing to do with. the

basic economics ofwriting and publishing songs and producing and selling recordings. Dr..

Landes'eliance on the AHRA demonstrates — once again — that he applied no criteria at all in

selecting benchmarks for this proceeding. Even if one examines the four criteria that Dr. Landes

purports to have applied, the AHA fails at least three of them. The AHRA, for example, is not

a f'ree market transaction, is itself a price mandated by law, and does not involve licensing of any

16. Finally, the consumer market for ringtones is vastly different than the consumer .

market for sound recordings that customers acquire for listening. Consumers purchase ringtones

for different reasons than they purchase CDs and digital downloads, and mastertones compete

with mono and polyphonic ringtones as well as old fashioned telephone rings, voice tones and'ssortednoises in a market very different than the meet for music to be'onsumed by listening.

RIAA PFF Section IV.D.2. As this Court held in the SDARS cue~ this difference'in purpose is

indicative of the different supply and demand characteristics in the market for ringtonbs ~ I

making it a poor benchmark for setting rates in other markets, especially CDs and digital.

downloads. SDARS Decision, 73 Fed. Reg. at 4089; see also PES I Librarian 's Decision, 63



Fed. Reg. at 25397 ("the subscriber chooses each service for different reasons, and therefore,

they do not represent choices in the same market").

17. This Court has explained repeatedly that, where products inhabit two distinct

markets with different consumer demand characteristics, one cannot simply transpose the rates

from one to the other (as Dr. Landes has done). In the webcasting case, the Court determined

that simulcasters and Internet-only webcasters are substitutional for each other and inhabit the

same market; as a consequence, economic theory compels that they pay the same rate.

8'ebcasting IIDecision, 72 Fed. Reg. at 24095. In contrast, the Court found that small non-

commercial webcasting services do not substitute for and do not inhabit the same market as

commercial webcasters, requiring different treatment. Webcasting II Decision, 72 Fed. Reg. at

24097-99. In other words, whereas rates for Internet-only webcasters could serve as a

benchmark for simulcasters, they cannot serve as a benchmark for non-commercial webcasters.

18. In this proceeding, there can be no dispute that CDs and digital downloads

substitute for each other and inhabit the same market, requiring similar treatment with respect to

the manner in which rates are set. At the same time, as Dr. %ildman and Dr. Slottje both

explain, RIAA PFF Section IV.D, ringtones do not substitute for CDs and digital downloads and

do not fulfill the same consumer need; as such they inhabit a separate consumer market and

require different treatment. In other words, one cannot use ringtones as a benchmark for setting

rates for CDs and digital downloads by simply translating rates from one to the other, as Dr.

Landes has attempted to do.

19. In the end, the core of the Copyright Owners'ase is an attempt to overthrow the

economic principles that have governed this Const's and its predecessors'rior decisions. As

reflected in the unpersuasive testimony of Dr. Kevin Murphy, who argued that, as the price of a



song goes down, the value of a mechanical license khotu18 go upi, Miughy WRT, CO Trial Ex.

400, the Copyright Owners'ase is at war with the principle of derived demand„which has been

the foundation of this Court's decisions in both the webcasting proceeding and the SDARS

proceeding. Webcasting II I precision, 72 Fed. Reg. at 24092 ("Both markets are input markets

and demand for these inputs:is driven by or derived from the ultimate consumer markets in

which these inputs are put to use."); Sl)ARSi Decision, 73 Fed Reg. at 4089 ("demand for the

music input is a demand derived. from its use in the consumer service offered"). Further, the

Copyright Owners ignored the supply and demand characteristics of the markets from which

they derive benchmarks and failed to even argue that those characteristics are similar to the

characteristics of the target market.

II. RIAA's Benchmarks Aire Far More Comparable aind Instructive.'IAA's
Focus on Actual Transactions for Mechanical Licenses for Sound

Record.ings Sold as CDs Is the Correct One.

20. The Copyright Owners" criticism of the benchmarks presented by RIAA boils

down primarily to this — the: benchmarks, presented by RIAA are too comparable to the rights at

issue in this proceeding, leading them to, in the view of the Copyright Owners, lack

"independence." CO COL Section III.D. In essence, the Copyright Owners suggest that,, as a

matter of law, this Court i.s required to ignore actual transactions for the rights at issue in this

proceeding, arguing th.at those transactions cannot reflect the actual value of the rights at issue.

That view is wrong for multiple reasons.

21. First, the Copyright Owners'ecitation of the law on this point is both deceptive

and wrong. The Copyright Owners suggest that the Court cannot use as a benchmark actual

transactions for the rights at issue where a statutory license is in place because such transactions

are not truly voluntary. That flies in the f'ace of express provisions of Section 115.



22. Indeed, Congress specifically provided that "[i]n addition to the objectives set

forth in section 801(b)(1), in establishing such rates and terms, the Copyright Royalty Judges

may consider rates and terms under voluntary license agreements described in subparagraphs (B)

and (C)." 17 U.S.C. $ 115(c)(3)(D). Yet the Copyright Owners argue that this Court is

compelled as a matter of law to do precisely the opposite.

23. Congress'xpress direction that voluntary mechanical license agreements can be

considered as benchmarks in this proceeding is hardly surprising. Other provisions of the

Copyright Act and prior decisions of copyright royalty tribunals likewise indicate that

negotiations between copyright owners and copyright users for the rights at issue in a rate

proceeding may provide useful benchmarks for evaluating the fair market value of the rights at

issue.

24. Thus, for example, Sections 114 and 118 include provisions comparable to the

provisions of Section 115 just discussed. 17 U.S.C. ) 114(f)(2)(B) (the Court "may consider the

rates and terms for comparable types of subscription digital audio transmission services and

comparable circumstances under voluntary license agreements"); 17 U.S.C. $ 118(b)(4) (the

Court "may consider the rates for comparable circumstances under voluntary license

agreements"). Likewise, the Court is directed to implement settlements by the parties as the

statutory rate itself. See 17 U.S.C. $ 801(b)(7).

25. If Congress thought that real market transactions for the rights at issue were

completely flawed as benchmarks, Congress'epeated directions to this Court would make no

sense whatsoever. Instead, the entire thrust of Congress'stablishment of the statutory license

regime is that voluntary agreements for use of the rights at issue under comparable circumstances



are a good means of determining fair market value and; should be considered appropriate

benchmarks.

26. Multiple past tribunals have relied on voluntary agreements for the precise rights

and uses at issue as benchmarks for setting rates and terms. For example, the CRT determined .

that a voluntary agreement between SESAC and public broadcasters regarding rights subject to

the Section 118 statutory license was a useful benclgn@k in setting rates for works to be licensed

by ASCAP for those same rights. Use ofCertain Copyright 8'orks in Connection with

Noncommercial Broadcasting: Terms and Rates ofRoyalty Payments, 43 Fed. Reg. 2506$ ,

25069 (June 8, 1978). The CRT also considered the agreement between BMI and public

broadcasters as a benchmark, although it rejected use of that agreement because its rate structure

rendered it difflcult to utilize in setting rates for ASCAP. Id. at 25068-69. Likewise, in the

Webcasting I proceeding, the CARP and then the Ljbryriap relied op aii agreement between

RIAA and Yahoo! for the rights and uses that were subject to the statutory license.

Determination ofReasonable Rates and Termsfor the Digital Performance ofSound Recordings

andEphemeral Recordings, 67 Fed. Reg. 45250, 45251-55 (July 8, 2002) ("8'ebcasting I

Librarian 's Decision").

27. Of course, that the Court may consider such li~censes does not avoid the obligation

to engage in the comparability analysis discussed above or ta ex'amine'the specific circumstances

ofparticular transactions to ensure that the rate embodied. in the.benchmark agreement(s) do not

reflect wholly different considerations not relevant to the target market. But the Copyright

Owners'iew — that the Court cannot consider the actual transactions made by songwriters.and

music publishers in the marketplace for the very rights at issue — is absurd and plainly contrary

to law.

10



28. Second, the Copyright Owners'rguments ignore the reality in the current

marketplace — the statutory license is not a reasonable alternative. As Judge Roberts has

commented, and all witnesses in this proceeding agree, the compulsory license process is

prohibitively burdensome, and as a result, no one uses it. RIAA PFF $$ 1083-1084.

29. Record companies and the Copyright Owners negotiate rates and terms for the use

of musical works in sound recordings voluntarily. The decisions of the Copyright Owners to

give discounts to record companies on a routine basis, to fund the administrative costs of

licenses, and to never seek rates above the current statutory rate are simply a reflection of a

marketplace that values mechanical licenses at well below the current statutory rate.

30. Indeed, the Copyright Owners repeatedly criticize RIAA for "ignoring" the

songwriters in this case (which is untrue), but this is an example where the Copyright Owners

themselves attempt to hide the statements made by songwriters because they are so

fundamentally inconsistent with the positions Copyright Owners are taking in this proceeding.

Indeed, as songwriter after songwriter testified, the only way that their songs get made into

sound recordings is by agreeing to rates well below the statutory royalty rate. 1/30/08 Tr.

829:20-830:13 (Shaw); 1/28/08 Tr. 211:12-212:4 (Carnes).

31. Finally, the Copyright Owners'rgument is inconsistent with their other

positions. The Copyright Owners argue on the one hand that it is impermissible for this Court to

consider transactions by which songwriters and music publishers licensing mechanical rights for

the reproduction and sale of CDs and digital downloads, which are subject to the compulsory

license, but on the other hand that it is imperative that the Court rely on transactions for

mastertones, which are also subject to the compulsory license. Similarly, the Copyright Owners

argue that the Court should consider the AHRA, at least as corroboration, even though it is

11



congressionally mandated and does not reflect the product of;any negotiation about which the

Copyright Owners have provided evidence. However, they argue that where the record is full of

evidence of real negotiations about the activities covered by the compulsory license'much of

that evidence sponsored by the Copyright Owners themselves), those negotiations must be

ignored. The Copyright Owners cannot have it both ways.

32. To support their novel claim that the'Court cannot consider the actual rates to

which songwriters routinely agree in the marketplace, the ICopy6ght Owners pu11 a phi ase out of

the Register's recommendation concerning a prior CARP decision and~repeat it over and over

again. Noncommercia/Educational Broadcasting Compulsory License, 63 Fed. Reg. 49823,

49834 (Sept. 18, 1998) ("it is difficult to understand hdw h lidenhe 5egbtiated under the

constraints of a compulsory license, where the licensor. has no choice but to license, could truly:

reflect 'fair market value'"). Plucking that statement out of context is, however, deceptive. As a,

complete reading of the decision demonstrates, the CARP and the Librarian held that agreements

in the marketplace for rights otherwise subject to a compulsory license may be relevant

benchmarks. 63 Fed. Reg. at 49834 8c n.15. In doing so, the CARP and the Librarian were only

following the dictates of Congress, which noted that the CARP and the Librarian "may consider"

such voluntarily negotiated licenses (citing 17 U.S.C. g 118(b)(3) (now (b)(4))). Indeed, Iis I

discussed above, prior copyright royalty panels have routi'nely considered'uch voluntary

transactions in setting royalty rates under different statutory licenses.,

8. The 1981 CRT Decision and Other Copyright Royalty Decisions Validate the
Use of Historical Norms and PriojII Reality lDekisions as Benchmarks.

33. The Copyright Owners argue that this Court cannot use as benchmarks the.

historical relationship between mechanical royalties and wholesale or retail prices, which is the

methodology used by the CRT in 1981, and cannot use the 1981 CRT decision as relevant

12



evidence of the appropriate royalty to be set in this proceeding. CO COL $ 63. That view is

wrong for multiple reasons.

34. As a threshold matter, the Copyright Owners are once again trying to have their

cake and eat it too. In 1981, the Copyright Owners argued that the CRT should and must

examine historical norms, including the relationship between the statutory rate and wholesale

and retail prices, in determining the appropriate royalty rate. The CRT in 1981 largely adopted

that approach, focusing on the relative position of the two industries and the relationship of the

mechanical royalty rate to wholesale revenues and prices. Indeed, the CRT found that it was

essential that the mechanical royalty rate be sensitive to the price of sound recordings.

Adjustment ofRoyalty Payable Under Compulsory Licensefor Making and Distributing

Phonorecords; Rates and Adj ustment ofRates, 46 Fed. Reg. 10466, 10485 (Feb. 3, 1981) ("l981

Mechanical Royalty Proceeding").

35. The approach used by the CRT and followed by Dr. Teece here has been regularly

applied in copyright royalty proceedings. Thus, the CARP and the Librarian in Noncommercial

Educational Broadcasting Compulsory License, 63 Fed. Reg. 49823 (Sept. 18, 1998) — the

decision from which the Copyright Owners pluck the one snippet discussed above — found that

the best method to set the rate for the use of musical works by public broadcasting stations was

to begin with the rate set by the CRT in 1978 and "trend[ ] [it] forward" to 1996 by making

adjustments based on changes in the marketplace. Noncommercial Educational Broadcasting

Compulsory License, 63 Fed. Reg. at 49826 (second bracket in original). It thus wholly validates

the approach presented by Dr. Teece.

36. The Copyright Owners argue that history is irrelevant because of the significant

changes that have occurred in the record industry over the last decade, CO COL II 63, but, as the



CRT decision demonstrated, the record industry had undergone profound changes in the 2

decades leading up to the 1981 proceeding as well. 'he Copyright Owners want this Court to

conclude that there have been significant changes in the marketplace since 1981: —: and then

completely ignore those changes. The key in this proceeding, as it was in the 1981 CRT I

proceeding, is to appropriately account for those changes and possible. future. changes—

something the CRT tried to do by linking the mechanical royalty rate to the price of sound

recordings, and that Dr. Teece did in his testimony in this proceeding. Just as the changes in the

industry leading up to 1981 led to a significant increase in the mechanical royalty rate then, the'hangesin the industry in the last decade compel a significant decrease in the mechanical royalty .

rate now.

37. Indeed, even if one were to look back only, to,1997, the last time that the

Copyright Owners and RIAA agreed to a mechanical royalty rate, as Dr. Teece also did, the .

conclusion is inescapable that the current mechanical royalty rate has become too high. The.

Copyright Owners concede that neither record companies nor music publishers anticipated when

they reached their agreement in 1997 the changes that would subsequently occur in the

marketplace. CO PFF $ 345. As discussed in RIAA PFF $ 683, in 1997,'the mechanical royalty

rate was set by agreement of the parties at the equivalent of about 7.1~/0 of the wholesale price of ~

sound recordings. The assumption was that prices and revenues would continue to increase Bt'eastsomewhat consistent with inflation. That has not proven to be the case. Revenues and ithe

mechanical rate continued to rise in tandem until 1999 — the most successful year in the history

of the music industry — but then they diverged, with revenues and record prices flattening and;

then declining and the mechanical rate continuing to increase. Trending the.1997 rate forward;

— as the CARP and the Librarian did in Noncomniercial Educationa/;Broadcasting Compulsory

14



License, 63 Fed. Reg. at 49826, yields a rate very similar to that which RIAA has proposed in

this proceeding.

C. The Copyright Owners Do Not Deny That International Rates Can Provide a
Benchmark For This Court.

38. The Copyright Owners spend little time addressing RIAA's benchmark

comparisons of international mechanical royalty rates in the U.K. and Japan. CO COL $$ 61-62.

Nor could they. The D.C. Circuit has previously explained that the Court is not required to

"close its eyes to conditions in other countries while deciding what a fair return to a composer

should be." Recording Indus. Ass 'n ofArn. v. Copyright Royalty Tribunal, 662 F,2d 1, 10 n.23

(D.C. Cir. 1981). RIAA PFF $ 698.i

39. All that the Copyright Owners can say about the well-developed comparisons of

the U.S. market with tbe markets of Japan and the U.K. is that it is the opinion of the Copyright

Owners that there are differences between those markets. For reasons that have been detailed

elsewhere, RIAA has provided the Court with an extensive record that details how the markets

compare and even how the mechanical royalty rates could be compared between the nations. See

RIAA PFF Section III.F; RIAA RPFF Section II.C. There is no dispute, however, that the

Copyright Owners have not established a record and are not putting forward any other nation as a

comp arator.

40. Even though their own witness readily concedes that the Copyright Owners

provide no comparator themselves, see RIAA PFF $ 749, and the Copyright Owners have made

no attempt whatsoever to establish evidence of a comparator for this Court, the Copyright

i Once again, the Copyright Owners throw out a red herring by suggesting somehow that RIAA
expert witness, Dr. Wildman, affirmatively disagrees with the international rate comparison put
forward by different RIAA witnesses — Geoffrey Taylor and expert witness Richard Boulton.
As detailed in RIAA RPFF $ 94, this suggestion is untrue. Dr. Wildman did not study
international rate comparisons and offered no opinion on them as a comparable benchmark.
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Owners still somehow find a way to oddly suggest without any evidence that a "proper"

consideration of international rates would support their assertiori that the rates they propose are,'n
line with many other countries. CO COL $ 55. Their own evidence — which does not reflect

a single nation with a mechanical rate for digital downloads as high as what they propose here-

and their own witness — who is not aware of a nation with a rate that high — strongly

demonstrate the evidence actually presented to this Court.is to the contrary. RIAA PFF $ 700;

see CO PFF $ 723 (failing to list a single nation with a mechanical royalty rate fordigital'ownloads

as high as the 15 cents proposed by the Copyright Owners). The.only proper view ot

the record here is that even the Copyright Owners'vidence on international'rates shows ihow

out of line their request is.

The Copyright Owners'enchmarks, Certainly Without Adjustment, Do Not Leadi
to a Rate That Achieves the Section 801(b)(1) Objectives.

41. The Copyright Owners give short shrift to the statutory factors in this proceeding,

spending little time discussing the meaning of those factors or their relevance ta this proceeding.

The statutory factors, however, compel a far different result than that proposed by the,Copyright

Owners. Indeed, even if the Court were to adopt the benchmarks proffered by the Copyright

Owners (and it should not), the statutory factors compel a significant downward departure &om

the rates proposed by the Copyright Owners, siniilar to the reduction of the market'rate this

Court adopted in the SDARS proceeding.

42. As this Court held in the SDARS proceeding,. review of the statutory factors is not

a "beauty pageant," SDARS Decision, 73 Fed. Reg., at 4094, but, neither is it the,apparently

meaningless exercise that the Copyright Owners'roposed Pindings of Fact,and Conclusions of

Law appear to suggest. Indeed, as the Court explained in the SDARS case, application of the .

four statutory factors can result in adjustment to benchmark rates, especially where there are
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significant differences between the market chosen as a benchmark and the target market. SDARS

Decision, 73 Fed. Reg. at 4091. Thus, as discussed in RIAA PFF Section V and RIAA RPFF

Section V.E, even if the Court did adopt the ringtones market as a benchmark (and it should not),

the differences between the benchmark market and the target market and the four statutory

factors compel a significant reduction in the statutory rate.

A. Section 801(b)(1)(A): Maximizing Availability of Creative Works to the
Public

43. As discussed in RIAA COL Section II.C.1, in order for the Court to advance the

first statutory factor, it must ensure the maximum availability of sound recordings to the public

because that is the primary means by which the creative work at issue in this proceeding (sound

recordings and musical works) reach the public. Thus, the Court must be concerned both with

the incentives to create musical works and with the incentives to create sound recordings from

those musical works because only if the latter are made and distributed will the former ever be

written or disseminated.

44. The Copyright Owners focus on the economic struggles of songwriters — about

which they have offered no persuasive evidence. See RIAA PFF II.E.3. But whatever the value

of the evidence they have provided, the Copyright Owners have failed to show that, in the

current marketplace, there is a shortage of songs from which to make new sound recordings.

Indeed, the evidence is precisely the opposite. Songwriter after songwriter testified that there are

many songs from which recording artists may choose and that it is extremely difficult to get

songs made into sound recordings. Indeed, this competition from an excess of songs is the

primary reason why songwriters claim that they have little bargaining power and must accept

rates well below the current statutory rate in the marketplace.
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45. The Copyright Owners focus on the language of the 1981 proceeding explaining

that a purpose of Section 115 is to encourage the creation and dissemination of musical works

and argue that this language compels a higher rate. CO COL tt 80. As a threshold matter, and as

this Court has made clear, the first statLitory factor does not require the Court to set royalties at

an inefficient level to result in the creation of more works than would exist in an efficient market.

SDARS Decision, 73 Fed. Reg. at 4095. Moreover, to the extent that this Court focuses on

encouraging the creation and dissemination of new musical works, the Court has before it a

precise measure of the rate necessary to do that — the rates that songwriters (including those not

subject to a controlled cornposit:ion clause:) actually negotiate in the marketplace when they are

writing new musical works or agreeing to permit recordings of such works. Those rates—

which are far below the current statutory rate — are the best indicator for the, Court of~ a rate ~that

will advance this factor. As discussed in more detail in RIAA PFF Section III.B, the rates

proposed by the Copyright Owners cannot be squared with those rates, while the rates proposed

by RIAA are wholly consistent with them.

46. Finally, as this Court recognized in the 'SBARS deci.sion, even when the Court has

chosen a truly comparable benchmark., it must considelr wthetlheij each statiitory factor compels an

adjustment to the benchmark. rate. As discussed. in RIAA PFF Section III., the benchmarks

chosen by RIAA require no such adjustments because they were specifically chosen to reflect the

actual market for the rates at issue here — primarily CDs and digital downloads. In contrast, the

2 The Copyright Owners hint at the idea that record companies have "'unfair market power" in
negotiating with songwriters, but there is no basis on which this Court could reach such ai.

conclusion. Indeed, the only "power" that the record companies have is the fact that they put up
all the risk capital for transforming musical works into commercial sound recordings and they
have need for far fewer songs than are available to them. That is not undue market power, but
rather a measure of the value of musical works (which is much less than the Copyright Owners
claim). See RIAA PFF $'( 1206-1209.
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benchmarks chosen by the Copyright Owners cannot be squared with a royalty rate consistent

with the policies behind this factor.

47. Because of their unique circumstances (which make them bad benchmarks in the

first place), there is no suggestion in the record that mastertone rates, much less synch rates, take

into account the economics of producing the sound recordings that make musical works

available. RIAA PFF Section V.A.7. Thus, as discussed in RIAA PFF Section V.A.2, the

exorbitant rates proposed by the Copyright Owners would severely reduce incentives to create

new sound recordings, leading to less availability of creative works.

48. Moreover, as noted above, Copyright Owners'roposed rates are approximately

double the rates that songwriters regularly negotiate in the marketplace when writing new songs

or authorizing the first recordings of songs. This disparity — songwriters voluntarily license

their works for between 6 and 7 cents per mechanical license in the free market, but the

Copyright Owners here demand 12.5 cents per track for physical and 15 cents per track for

digital (with CPI increases) — amply illustrates the problems with the CopyrightOwners'enchmarks.

Indeed, even if the Court were to adopt the Copyright Owners'enchmarks, it

would have to make significant reductions in those benchmarks to make them consistent with the

first statutory factor.

B. Section 801(b)(1)(B): Fair Return and Fair Income Under Existing
Economic Conditions

49. As discussed in more detail in RIAA's Proposed Conclusions of Law, in the

context of Section 115, the second statutory factor focuses on dividing the profits to be earned

from the music industry fairly between record companies and the Copyright Owners. Recording

Indus. Ass 'n ofAm., 662 F.2d at 8 (second factor seeks to "achieve an equitable division of

music industry profits between the copyright owners and users").
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50. Leading up to the 1981 CRT proceeding, the balance between record companies

and the Copyright Owners had been disturbed because record companies were earning

historically high revenues thanks to increasing sales arid increasing prices, while the Copyright

Owners'osition had deteriorated and they were not fairly sharing in the benefits to be earned

from the music industry. 1981 Mechanical Royizlo'roceeding, 46 Fed. Reg. at 10485.

51. In sharp contrast, in this proceeding, record companies are facing declining sales

and declining revenues, see RIAA PFF Section II.E.l.b, and the Copyright Owners are

demanding that the Court insulate them from sharing in the pain that the music industry is facing.

That is unfair, wholly jinconsistent with the policies behind the second statutory factor, and

completely at odds with the 1981 CRT decisjion..

52. Fair Return. In support of'their claim that they need additional revenue to

achieve a fair return, the Copyright Owners'ole argument is that they are erititled to earn as

much today as they have in the past, no matter what the existing economic conditions facing, the

industry. CO COL $ 86. As discussed in RIAA.'s Proposed Conclusions of I.aw, the suggestion

that the statute guarantees the Copyright Owners a 'certain level'of payment — individually or as

a group — finds no basis in the statute itself ancl has been rejected as a matter of law in prior

copyright royalty cases. IDAHO. ~COL 1 $ 88-90. Indeed, what is clear is that in 1981 the CRT

found that a fair return can only be dei:ined in relationship to~ the prices of sound recordings,

which have been declining rapidly in the .last decade. RIAA COL 'tt 91.

53. Throughout this proceeding and once again in their Proposed Findings of Fact, the

Copyright Owners have repeatedly argued thiat the Court needs to "correct" for a decline in

mechanical royalties and that, because record sales~ and sound recording prices are down, the

Copyright Owners are entitled to a higher royalty rate than they have ever received before. CO
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PFF Sections V.C.1-.2. That argument not only ignores basic economics, but also is wholly

inconsistent with this statutory factor as a matter of law. In directing the Court to consider a fair

return to the Copyright Owners and a fair income to copyright users, Congress was not enacting

a form of insurance for the Copyright Owners to protect them from the vicissitudes of the

market. Yet that is precisely the way the Copyright Owners have viewed this factor and this

entire case.

54. Put simply, the second factor does not allow the Copyright Owners to avoid all

pain from the struggles that have beset the music industry, or to receive more money when the

primary product that uses their works sells fewer units at a lower price. A fair return to the

Copyright Owners cannot be understood without looking at the market in which that return

would be generated in the absence of a statutory license — a market in which sales and prices are

declining. RIAA PFF Section II.E.l.b.

55. In response, the Copyright Owners have little to say, other than to make the

absurd claim that RIAA "concede[s]" that the Copyright Owners'roposed rates will ensure a

fair return and RIAA's will not. CO COL $$ 83-84. Nothing could be further from the truth.

56. To make this absurd statement, the Copyright Owners distort the past and ignore

the present. As to the past, the Copyright Owners suggest that the 1981 CRT rejected the

arguments made by the record companies in that proceeding about the need to lower the then-

existing statutory rate. CO COL $ 90. But the precise reasons why the CRT rejected RIAA's

arguments in 1981 are the reasons why it must accept those arguments in this proceeding. That

is because the facts — the "existing economic conditions" that Congress required this Court to

consider — have changed. On the facts that exist today, the logic of the 1981 CRT compels a

significant reduction in the rate.
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57. As discussed in RIAA's Proposed. Conclusions of Law, the 1981 CRT looked at a

variety of measures including the relative profit margins of record companies and music

publishers, the revenue growth or decline seen by the Copyright Owners and record companies,'nd
the relationship bet ween the mechanical royalty rate and wholesale and retail prices of sound

recordings. RIAA COL $ 91. In each case, the Court found that record companies had been

advantaged by changes in the record industry — most parlticularly increases in revenues and

wholesale and retail prices and mus:ic publishers had been disadvantaged — most notably

because the ratio of the mechanical royalty rate to the wholesale and retail prices of soundh

recordings had fallen significantly. In this, proceeding, it is essentially undisputed that record

company revenues are down, music publisher revenues are up, wholesale and retail prices are

down, and the ratio of the mechanical royalty rate to the wholesale and retail prices of sound

recordings is higher than it has been in recent. memory. Just as the industry was out of balance in

favor of the record companies in 1981, it is out of balance in favor of the Copyright Owners

today.

58. With respect to the present., the Copyright Owners spout their familiar refrain that

songwriters are struggling, but their argument ignores the undisputed record evidence that. (a) the

vast majority of songwriters are not working fuHI-time as songwriters so it is no wonder that they

do not earn large sums of money writing songs; (b) the impact of a rate increase or decrease

would be minimal on such songwriters; and (c) the vast majority of'any increase in the

mechanical royalty will accrue to a tiny number of already very highly compensated song~wri~ters

(as well as to the publishers). See MAA PFF Sections II.E.3l, VIA.6.

59. The Copyright Owners also mischaracterize MAA's arguments about non-

mechanical license income, which are only a small portion of MAA's arguments concerning the
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second statutory objective. CO COL $'f[ 84-86. RIAA is not arguing that the existence of other

streams of revenue in the abstract compels a lower market rate under the second statutory factor

(as the SDARS argued). Rather, the point is that in this proceeding, where record companies are

the primary outlet for musical works, and it is only when a musical work is recorded by a record

company that it can be sold or licensed in any form (including performance and

synchronization), the entire picture of each party's investment and potential return from the

creation of musical works and the sound recordings that give them commercial life is essential in

evaluating a fair income and a fair return, Because all of the Copyright Owners'evenue streams

derive from the same investment on their part and the much more massive investments made by

record companies, considering the mechanical revenues earned by the Copyright Owners in

isolation gives a distorted view at best. RIAA COL Section II.D,2.

60, Fair Income. The Copyright Owners'rguments about a fair income are similarly

lacking in substance. The Copyright Owners make claims about the "fiourishing" digital

market s CO COL $$ 89-90, but ignore a multitude of facts, including (a) the expert witness (Ms.

Enders) on whom they premise their claims about the "flourishing" digital market says exactly

the opposite in the business advice that she gives to her clients (RIAA PFF $$ 308-310); (b) the

evidence is undisputed that the development of the digital marketplace has not offset the

precipitous decline in the physical market, resulting in less revenue for the industry overall and

lower prices (RIAA PFF $ 314); (c) the evidence is undisputed that growth in the digital

marketplace has slowed and, with respect to some products, including the CopyrightOwners'avorite,

ringtones, sales have "fallen off a cliff'RIAA PFF $ 896); and (d) record companies

~ The primary witness on which the Copyright Owners appear to rely for their claims about fair
income is Ms. Murphy, whose testimony was wholly discredited and whose credentials as an
expert were revoked. See RIAA PFF $$ 305-307; RIAA RPFF Section VI,A.
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have recognized that the benefits of reduced manufacturing expenses in digital sales are far

outweighed by the lower consumer prices and the reduction in sales of.sound recordings,,

meaning that digital distribution is not a panacea for record companies. (RIAA PFF $ 329). As

Mr. Benson shows, the impact of the rates proposed by'he Copyrigiht Owners would bc to

essentially wipe out any operating profits for the record companies — and that ignores the

massive below-the-line restructuring costs that record companies have.regularly incurred as their

revenues have declined. RIAA PFF $ 1261.

61. In support of the claim in their conclusions ofllaw that digital distribution will

lead to ever greater profitability, the Copyright Owners cite to statements made by EMI in thee

past, CO COL $ 89, ignoring that (a) EMI is now firing 1/3 of its employees on the sound

recording side of its business because of the declines in revenues, RIAA PFP $ 204,'nd (b) EMI

now makes very different statements in its securities filings about the likely impact. of the digital

marketplace because experience has shown that costs are much higher and, to date, revenues.

have been much lower, RIAA PFF $ 330.

62. The Copyright Owners attempt to argue that, even if record company margins are

wiped out by their rate proposal, record companies will earn plenty of revenue Rom"360'ontracts."

CO COL $ 89. Such contracts provide no basis on which to conclude that record

companies will simply make money in different ways if reechaiiical royalties increase'so as to

make the business ofproducing and selling recordings unprofitable. First, there is virtualjy q.o
~

evidence concerning 360 deals in the record.

63. Second, what evidence there is shows that record companies seeking profit

participation in things such as touring or merchandising of its artists now and in the future must
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buy such additional revenue streams, making significant investments in those other revenue

streams. RIAA PFF $ 490 n. 13. The Copyright Owners wholly ignore those additional costs.

64. Third, it is fanciful to think that 360 contracts will overtake the basic economics

of the recording business in the short term. The record is absolutely clear that, while the

Copyright Owners earn only a minority of their revenues from mechanical-royalty bearing

products, record companies earn well over 90'lo of their revenues for mechanical-royalty bearing

products. RIAAPFF Section ll.E.2.d.iv. Although otherrevenue streams are essential to

everyone, no one in this proceeding has — or could credibly — suggested that record companies

will cease relying on CDs and digital downloads as their principal income.

65. The focus on 360 contracts is just one more example of the Copyright Owners

trying to have their cake and eat it too. The Copyright Owners argue that the majority of their

current income (non-mechanical income) is irrelevant and that this Court must ensure them at

least a threshold level of mechanical royalties. CO COL $ 86. Yet at the same time they argue

that all record company revenues — even those not deriving directly from sound recordings, and

including those they are not yet earning and may never earn — must count against the record

companies. Thus, contrary to their own arguments about the irrelevance of non-mechanical

royalty income, the Copyright Owners claim that record companies will earn a fair income under

their proposal in part because record companies "have begun to exploit[] other new revenue

streams through '360 contracts,'ynchronization deals and performing rights royalty

collections." CO COL $ 89.

66. Application of the Factor. As the Court explained in the SDARS case, it must

consider whether this factor counsels an adjustment to the benchmark rate selected by the Court.

SDARS Decision, 73 Fed. Reg. at 4095. Because RIAA's benchmarks relate to the precise rights
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and uses at issue, no such adjustment i. needed. In contrast, there is no suggestion in the record

that mastertone rates and synch rates were set to divide fairly profits from the activity of

producing sound recordings, particularly those distributed on CK) arid by means of download. To

the contrary, the Copyright Owners'enchmarks bear no resemblance to a rate that would yield a

fair income to record companies from those activities — indeed, the rates would essentially wipe

out all profit of the record companies. In contrast, the result of an increased mechanical rate

such as that proposed by the Copyright Owner would bring about a~windfall to the already

bloated profit margins of music publishers and the few wealthy songwriters who earn most of the

revenue and would result:in a rate that car not be squared with the rates to which.songwriters'gree

every day in the marketplace.

67. In sum, RIAA does not dispute that the Copyright Owners are entitled to a real,

pecuniary income, not simply a psychic reward, for the use of their songs. But they are not 'ntitled,as the Copyright Owners appear to demand, to an insurance policy against the risks

faced by all in the music industry. Thus, even if the Court were to try to work with the

Copyright Owners'enchmarks, it would need to significantly reduce the rate consistent with

this factor.

C. Section 801(b)(1)(C): Relative.Roles lin the Priidhct Made Availablb td thle
Public

68. As discussed Iin more detail in RIAA's .Proposed Conclusions of Law and

Proposed Findings of Fact, the third statutory factor, like the'second, focuses on ensuring an

equitable distribution of profits IIn the music industiy. Seh RIAA COL Section II.C.3; RIAA PFF

Section V.C. Although the Copyright Owners have described in much detail the activ!ities of

music publishers, the truth is in the numbers. It is record companies that invest more than 10

times the amounts that the Copyright Owners do on an annual basis in things such as AAR,
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including discovering talent and producing the products consumers buy, as well as marketing; it

is record companies and not the Copyright Owners who pay for all of the manufacturing and

distribution costs for the products from which each benefit; and it is record companies and not

the Copyright Owners who bear the lion's share of the risk when products do not succeed. RIAA

PFF Sections II.E, V.C.

69. The Copyright Owners ignore that the statute requires the Court to examine the

relative risks of the parties and whether those risks are becoming greater or lesser over time. On

this point, the Copyright Owners offer nothing because they have no argument to make. The

Copyright Owners point to their contributions, but in absolute dollars and as a percentage of

overaH revenues, their investments are tiny. RIAA PFF Section V.C,4. Moreover, as discussed

in RIAA PFF Section 11.8.2,d.iii, the Copyright Owners'laim that they recoup only a small

percentage of the amounts spent on advances is simply wrong„and the CopyrightOwners'ontinued
use of these flawed statistics is deceptive. CO PFF $$ 290-340.

70. The Copyright Owners have no evidence of any technological contribution that

they make or any legitimate new markets that they have opened. In contrast, it has been record

companies and digital music services that have worked together to open new markets, often with

grudging or no support from music publishers or even active opposition. See RIAA PFF Section

V.C.5.

71. Finally, as Dr. Wildman testified, the parties'ompeting benchmarks reflect very

different investments and risks with respect to CDs and digital downloads on the one hand and

ringtones on the other. A negotiation for a mechanical license to create a CD and a digital

download (a benchmark supported by RIAA) is, to a great extent, the negotiation over whether to

make the song into a sound recording at all. RIAA PFF Section V.C.6. As even Dr. Landes
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concedes, songwriters have tremendous incentives to price mechanical licenses for CDs and

digital downloads at a level sufficiently low that it will get made into a sound. recording, dpeAing

all of the many revenue streams that w:ill be available. And it is at that point that record

companies face enormous risk. of putting up ahull of the upfitont investments in production,

marketing, manufacturing, and distribution needed to create the sound recording and give it a

chance for success. See RIAA PFF Section V.C.4. The Copyright Owners face no such risk;

indeed, the license that they aire providing is not even an exclusive license so theoretically they

can offer the same musical work. to another artist the next day. Wildrrian WRT at 26 &I n.34,

RIAA Trial Ex. 87.

72. The negotiation over mastertones such as in. the case of the CopyrightC)wriers'roposed

benchmark presents a completely different investment and risk environment. As Dr.

Wildman testified, many of the sound recordings that were exploited in the NDMAs were

already created and this undoubtedly had an impact on the negotiations. In contrast, the

Copyright Owners faced a signij:icantly different situation in the mastertone market. While the

Copyright Owners have a strong incentive to offer lower rates to encourage record companies to

make musical works irito CDs and digital downloads, they had much different incentives in the,

mastertone market where mastertones were certain to destroy (and have destroyed) the market

for mono and polyphonic ringtones. This difference highlights the lack of comparability

between the two markets, but also emphasizes that, even if tlie Court were to adopt the Copyright

Owners'enchmarks, it would have to significantly adjust them downward to account for the

very different risks faced by record companies when creating and distributing CDs and

downloads and the very different risks faced by the Copyjight Owners in agreeing to liicense

mastertones. See RIAA $ 1429.
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D. Section 801(b)(1)(D): Minimizing Disruption

73. As discussed in more detail in RIAA's Proposed Findings of Fact, the threat of

disruption of an increase in the statutory rate is real.

74. In trying to argue that the Copyright Owners'uge rate increases would not be

disruptive, they rehearse their tired claims that record companies are profitable and can afford a

rate increase. CO COL $ 98. They even say that RIAA introduced "no evidence" of disruption

except an unsupported claim that a rate increase would reduce AkR spending. CO COL $ 99.

This statement so dramatically misrepresents the record that no detailed response is required.

Substantial evidence of disruption is cataloged in RIAA's Proposed Findings of Fact. RIAA PFF

Section V.D.

75. That evidence shows that an increase of the sort that the Copyright Owners

demand would by a substantial amount further upset the balance between the record companies

and the Copyright Owners that the four policy factors implement, and would essentially squeeze

all of the profit out of the recorded music business. Making an established, ongoing business

that represents the vast majority of economic activity under the compulsory license unprofitable

for the foreseeable future is quintessentially the sort of "adverse impact that is substantial,

immediate and irreversible" that this Court has found to constitute disruption. SDARS

Determination, 73 Fed. Reg. at 4097.

76. The Copyright Owners have no substantial argument that a decrease in the rate

will be disruptive. Essentially, as repeated throughout their Proposed Findings and Conclusions,

they continue their claim that they should receive the same amount as they have. CO COL

$ 101. That the Copyright Owners would not like to make less is completely irrelevant to this

Court's "substantial, immediate and irreversible" adverse impact standard. As RIAA has

described elsewhere at length, both songwriters and music publishers are doing very well as a
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result of the investments made by record companies; a rate reduction would not be disruptive to ~

them. RIAA PFF Section V.:D.3.

IV. RIAA's Proposed Percentage of:Revenue Rate Structure~ Best Reflects the Val'ue 'of'heMusic Used.

77. The Copyright Owners argue that their proposed cents rates are more appropriate,

than a percentage of revenue rate because their cents rates are usage-based.. CO COL $$ 103'-

104; CO PFF $ 593. In support of this proposition, the Copyright Owners cite this Court's

webcasting decision, where the principal bas:is for rejecting a percentage of revenue royaltyrate'tructure

was that "revenue merely serves as a proxy for what we really should be valuing, which

is performances [usage]." 8'ebcasting IIDecision, 72 Fed. Reg, at 24089 (internal quotation

marks omitted), quoted in CO COL $ ]I.04. The Copyright Owners'rgument follows the result

of the webcasting decision., but not its logic. It is MAA's percentage of revenue structure that is

most consistent with the goal articulated by this Court that royalty rates should accurately reflect

the value of the usage involved.

A. The Rate Should Reflect the, Value of the Usage Involved.

78. The Copyright Owners" proposed cents rates are indeed usage-based, which is to

say that they are unit-based. However, a unit-based royalty was the outcome of'the webcasting

decision based on the circumstances of webcasting( not a legal judgment that a unit-based royalty

is always the best way to approximate the value ofusage. See RIAA RPFF Section VII.A.

79. The legal principle articulated by this Court was ithat statutory royalty rates should

reflect the value of the usage involved. W~ebcasting II Decision) 72 Fed. Reg. at 24089. Here,'atesneed to achieve the Section 801(b)(1) objectives and be consistent with. the policies of

Section 115 See RIAA COL Section II. Thus, a. reasonable rate determined in accordance with

those principles is the value of the usage involved.
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80. By focusing on usage, rather than value, the Copyright Owners draw the wrong

lesson from the webcasting proceeding. Section 114 imposes numerous limitations on the

characteristics of services eligible to operate as webcasters under the statutory license. 17 U.S.C.

$ 114(d)(2). As a result, different services'tatutory webcasting offerings were fairly

homogeneous, making it possible to calculate a single "intrinsic value of the licensed activity"

for the commercial webcasters involved in the proceeding. 8'ebcasting II Decision, 72 Fed. Reg.

at 24089.

81. Despite the similarity of all commercial webcasting services, those services were

located within companies and services that had Pcs that combined multiple different services

and whose financial performance varied due to "a variety of factors that have nothing to do with

music." 8'ebcasting II Decision, 72 Fed. Reg. at 24089. The Court also was concerned about

clarity in the definition of a royalty base, particularly as it concerned claims that different

categories of revenue connected to statutory webcasting to a greater or lesser degree should or

should not be included in the royalty base, and about practical issues of auditing and

enforcement. Webcasting II Decision, 72 Fed. Reg. at 24089.

82. On that factual record, the Court adopted a unit-based royalty that it believed was

a good approximation of the value of the relevant usage, and thereby avoided complications

involving activities other than statutory webcasting. 8'ebcasting II Decision, 72 Fed. Reg. at

24090.

83. In its SDARS decision, this Court was likewise focused on setting a royalty rate

that fairly approximated the value of usage. SDARS Decision, 73 Fed. Reg. at 4086 ("[a]lthough

revenue merely serves as a proxy for measuring the value of the rights used, so also do the per
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play and per broadcast alternatives"'; "per play" metric "so clearly fail[s] to properly value the

performance rights at issue in this proceeding").

84. Unlike the webcasting case, the SDARS case presented no clear unit-based

measure that this Court believed clearly valued usage. Lacking such a un:it-based measure of

value, this Court concluded that "the use of a revenue-'based metric as a proxy for a usage-based.

metric might be reasonable." SDARS Decision, 73 Fed. leg. at 4087. Finding the definition of

revenue to be a less difficult problem than in the webcasting proceeding, the Court concluded

that a percentage of revenue "'provides a straightforward method of relating music fees to the

value of the rights being provided."'d..

85. Rather than engage in a reasoned consideration of whether the market for

recorded music products is more like statutory webcasting or satelliite radi.o, the Copyright

Owners simply assume that the 'value of a mechanical license is readily calculable as a cents rate

for physical products and a cents rate for downloads because that is the model that has applied

since 1909. CO COL 'll 105. However, the fact that there has been a cents rate since the days of

shellac records, RIAA PFF tt 1488, does not mean that a cents rate is today the best structure for

approximating the value of mus:ic usage.

86. The Copyright Owners'ssumption that a pair of cents rates accurately reflects

the value of the full range of music usage in the marketplace ignores the changes in that

marketplace in the last few years. Fro:m 1.909 until quite recently, the recorded music business

was all about the single business model of selling a small number of physical product

configurations through a common distribution channel. Wilcox WDT at!3, ISA Tria,l E'x. 70.'ith

numerous retailers selling records only and. few big,'box retail'ers'until recently, discounting

at retail and wholesale was also more .limited, resulting in limited price variation. Wilcox WiD1i
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Q at 5, 30, RIAA Trial Ex. 70; Barros WDT at 7, RIAA Trial Ex. 74; RIAL PFF $ 674. Thus, for

many decades, the recorded music market was similar in important respects to the webcasting

market recently considered by this Court. With a relatively homogeneous range ofproducts and

pricing, a unit-based metric could provide a good enough approximation of the value of the

usage involved. Wilcox WDT at 30, RIAA Trial Ex. 70.

87. During the last rate period the music marketplace has changed considerably, and

all indications are that it will change even more during the coming rate period. While CDs are

still dominant today in terms of revenue, they are already a minority ofunit sales, and will

represent a minority of sales revenues within a few years. Benson WRT at 30, RIAA Trial Ex.

82; Eisenberg WRT at 4, RIAL Trial Ex. 89. Record companies have diversified their product

lines, and are constantly experimenting with new products and business models such as

multisession discs, bundles ofvarious kinds of music products, devices and internet service

bundled with downloads, rent to own models, locked content and more. Eisenberg WRT at 9-27,

RIAA Trial Ex. 89; W'ilcox WDT at 9-17, RIAA Trial Ex. 70. At the same time, discounting has

become widespread, and predicting pricing over the next five years is a very uncertain enterprise.

RIAA PFF $$ 269-277. As a result, the activities licensable under Section 115 are no longer

homogeneous.

88. This Court has made the principle of derived demand central to its decisions in

both the webcasting proceeding and the SDARS proceeding. 8"ebcasting II Decision, 72 Fed.

Reg. at 24092 ("Both markets are input markets and demand for these inputs is driven by or

derived from the ultimate consumer markets in which these inputs are put to use."); SDARS

Decision, 73 Fed Reg. at 4089 ("demand for the music input is a demand derived from its use in

the consumer service offered"). Here, the record clearly establishes that demand for mechanical
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licenses is derived from the demand for recordecl music products. RIAA PFF $tt 22, 545. If

heterogeneous recorded music products have different demand characteristics and as a result

different pricing, one would expect the value of the mechanical licenses for the musical works

used therein to vary accordingly. RIAA P'FF $ 546.

89. Where the universe of physical products encompasses CDs at a wide range of

prices, as well as multisession products like DualDisc and DVD-Audio, nontraditional media like

memory sticks and MP3 players preloaded with unlocked'content, preloaded locked content, a

single cents rate cannot be a very good. approximation of the value of the usage of the musical

work in all of them. Likewise, where the universe of downloads includes a la carte inclividual

track and album downl.oads cielivered to mobile devices and PCs at various price points,

downloads bundled with dev:ices or internet access, download rent to own models, ringtorIes, anld

downloads bundled with diverse music products (incluldikg Physical products), a single cents rate

cannot be a very good approximation of the value of the usage of the musical work in all of

them. Eisenberg WRT at 9-27, RIAA Trial Ex. 89; Wilcox WDT at 9-17., 31, RIAA Trial Ex.

70.

90. The Copyright Owners'itness 1&oger Faxon appears to agree. In arguing for a

cents rate, the Copyright Owners point to his testimony mentioning something he calls the

"intrinsic value" of musical compositions. CO PFF $ 598. However, elsewhere in Mr. Faxon's

testimony it is clear that he believes that musical works do not have a set value for all purposes,

but instead a value that varies with the context. 1/29/08 Tr. 373:1-:374:12 (Faxon).

91. Where there is significant variation in the value of the usage undertaken under the

compulsory license, this Court's jurisprudence does not teach that a unit-based rate is
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appropriate, as in webcasting. Instead, this Court's jurisprudence teaches that one must look for

a better proxy for the value of the usage, as in SDARS.

B. A Percentage of Revenue Is the Better Proxy for the Value of the Usage.

92. Just as a percentage of revenue rate was a better proxy for the value of the music

used than any unit-based alternative in SDARS, here too a percentage of revenue rate is the

better proxy for the value of the music used in products sold to consumers for listening. The

Copyright Owners have various criticisms of RIAA's proposed percentage rate structure, but

they never really challenge the proposition that a percentage of revenue is a good proxy for the

value of the music used in a given consumer market. Nor could they. The cornerstone of the

Copyright Owners'ase is Dr. Landes'ssertion that the market establishes a relative valuation

of sound recordings and musical works that should be consistent not only over time but even

from product to product in different consumer markets. See CO PFF $ 488.

93. For example, consider the range of download pricing reflected in the record:

A single track download typically retails for 99 cents and has a wholesale price of
70 cents. RIAA PFF $ 1722.

Retail prices of album downloads vary, but tend to be around $9.99. Wholesale
prices for album downloads fell from $7.41 in 2004 to $6.88 in 2006. Benson
WRT at 25, RIAA Trial Ex. 82. Assuming $6.88 and 13 tracks, the per-track
wholesale price would be 52.9 cents,

In the case of a $7.99 retail price album with 13 tracks, the record company might
expect a wholesale price of $5.59. Eisenberg WRT at 12, RIAA Trial Ex. 89.
That implies a per-track wholesale price of 43 cents.

If the $7.99 album had 18 tracks like some albums, Teece WDT, Ex. E, RIAA
Trial Ex. 64; Eisenberg WRT at 8, RIAA Trial Ex. 89, the per-track wholesale
price would be 31 cents.



94. The value of the use of a musical work in a product that sells at wholesale for 31

iII
cents is not the same as the value of the use of a musical work in a product that sells for 70 cents.

Moreover, the probability is that effective per-track pricing utider a'"comes with music" model

will be significantly lower. Eisenberg WRT at 15, RIAA Trial Ex. 89.

95. While RIAA and the Copyright Owners provide competing benchmarks that

indicate a different range of values for the use of the musical work in these products, the

foregoing illustration makes clear that no one cents rate can come close to approximating this

range in value even within a single consumer market, let alorie doing so over a five-year rate

period in an environment of a changing product mix and pricing uncertainty.

96. The Copyright Owners suggest that a percentage of revenue does not necessarily

correlate royalties and music use because the interests of Copyright Owners and record

companies are not perfectly aligned. CO:PFF 'Pt 106, 594. This argument is flawed, in several'espects.First, perfection is a hi.gh standard. A single cents rate cannot come anywhere close to

perfectly reflecting the value of diverse usages. The question is not whether a percentage of

revenue is a perfect proxy for the value of usage — just whether it is better than a cents rate.

97. Second,, the sole support offered for this criticism is a paragraph iin Dr.Landes'ebuttal

testimony with a very theoretical disicussion of record company incentives. Landies i

WRT at 22, CO Trial Ex. 406. This paragraph actually addresses a different question than

whether a cents rate or a percentage of revenue rate is a better proxy for the value of the music

usage. In this paragraph, Dr. Landes piosits that to the exilent of (heir v'ariable costs, record

companies may be dissuaded from making quali.ty iimproveirients or fighting piracy because of

their incentive to maximize profits. This theoretical discussion, bearing no relationship to the

fact testimony this Court heard about record company efforts to produce quality recordings andi
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fight piracy, says little or nothing about whether a cents rate or a percentage rate better reflects

the value of the full range of music usage in the marketplace.

98. Finally, the record suggests that royalties and music use are likely to be highly

correlated because the interests of Copyright Owners and record companies are aligned to a

significant extent. Both the Copyright Owners and record companies have a business model that

requires an up-front investment in intellectual property assets on which they do not receive a

return until a finished recording is on the market. At that point, both profit by generating

revenue from their investment. Teece WDT at 69-74, RIAA Trial Ex. 64; Slottje WRT at 15-19,

RIAA Trial Ex. 81. A record company's profit motive will cause it to set prices that tend to

generate more rather than less revenue. Teece WDT at 71, RIAA Trial Ex. 64; Eisenberg WRT

at 10, RIAA Trial Ex. 89.

99. Record companies cannot distribute the Copyright Owners'orks without

distributing their own works in which they have an even greater investment, and derive

approximately 90% of their revenues from sale of their works. Eisenberg WRT at 28 n.14,

RIAA Trial Ex. 89. Thus, it would make no sense for record companies to give away musical

works without any corresponding increase in revenues and hence royalties. Eisenberg WRT at

29 n.16, RIAA Trial Ex. 89; Wilcox WDT at 22, RIAA Trial Ex. 70; 2/20/08 Tr. 4022:7-22

(Wilcox). As discussed at length in RIAA's Proposed Findings of Fact, record companies set

prices to maximize their revenues, and if record companies raise prices, a percentage of revenue

rate structure ensures that copyright owners share in the upside. See RIAA PFF $$ 1568-1580.

And if record companies lower prices, they do so because they believe that a lower price will

lead to higher unit sales and result in greater overall revenues. See RIAA PFF $ 1571. In either
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case, the adoption of a per»ny rate structure helps maximize revenues and under a. percentage

rate, that is to the ultimate benefit of all. 'See RIAA RPFF Section VII.B.

100. In this respect., record companies as licensees are, situated very differently than the

webcasters in this Coul%'s webcasting proceeding, or the services described in the testimony of

Messrs, Wilcox and Eisenberg c:ited by th: Copyright Owners. CO PFF $ 605. It is realistic to

think that services might undervalue music to generate advertising revenues or draw users to'a'ortalwith diverse offerings. It is not realistic to think that record companies will materially

reduce revenues on products comprising 9~0% of their business to generate some unspecified and

speculative advantage:in which the Copyright Owners would not share.

C. Implementati.on of a Percentage of Revenue Rate ShouM Not Deters the Court
from Adopting a Percentage of Revenue Rate.

101. This Court's jurisprudence indicates that issues concerning implementation of a

percentage of revenue rate can be weighed in considering adoption of such a rate. Where a good

unit-based proxy is available and the implementation of a revenue-based alternative daunting, as

in webcasting, the good unit-based proxy should be adopted as the rate. Where no good unit-

based proxy is available and implementation of a percentage-'-based royalty is manageable, as in

SDARS, the revenue-based proxy should be adopted as the rate. Here, implementation of a i

percentage-based royalty is manageable and should not deter the Court from adopting the rate

that is the better proxy for the value of the music used. RIAA PFF Section VI; 1UPA. 'RPFF

Section VII.C.

102. The Copyright Owners assert that defining the revenue base would be

challenging, as it was in the webcasting proceeding. CO COL $ 107. However„ it IIs rI:cord

companies, not services, that obtain mechanical licenses f'r virtually all the physical products

and general DPDs (other than limited downloads) that'are presently at issue in this case. As
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RIAA has described elsewhere, RIAA PFF Section VI.G, record companies are situated very

differently from webcasting services in identification of their revenues. They are situated much

more nearly like the SDARS, who had only a limited range of revenue streams. Record

company wholesale sales revenue is a straightforward royalty base with limited risk of material

manipulation.

103. The Copyright Owners also assert that a percentage of revenue royalty would be

harder to administer. CO COL $ 108. There clearly would be some initial effort associated with

the transition to a percentage royalty. RIAA proposed its transition period to allow Copyright

Owners and licensees to take the steps necessary to implement a percentage rate. RIAA PFF

Section VII.A.3. Once implemented, however, the Copyright Owners'onclusory allegations

shed no light on why it would, for example, be harder to audit record company records

concerning revenues than units shipped.

104. The Copyright Owners'sserted implementation problems of a percentage based

structure also must be taken with a grain of salt, since they themselves propose a percentage-

based royalty for ringtones — one that is more complex and susceptible to dispute than that

proposed by RIAA. The Copyright Owners never really explain why they are proposing a

percentage rate for the more homogeneous class of ringtones and cents rates for the other, more

heterogeneous, product configurations. However, if they believe the implementation of a

percentage rate can be managed so as to allow a percentage rate for ringtones, then it must be

possible to manage implementation of a percentage rate for other categories that are probably

less susceptible to accurate valuation on a unit basis.

39



V. This Court Has Authority to Adopt RIAA's Proposed Transition Period.

105. In its Proposed Conclusions of Law, RIAA addressed comprehensively this

Court's authority to adopt RIAA's proposed transition period for a percentage royalty rate

structure. RIAA COL Section IV.C.

106. The Copyright Owners mischaracterize'the statutory provision concerning the

effective date of rates, indicating that the rates and terms set in this proceeding "will take effect'n
the first day of the second month after the Court's final determination." CO COL $ 6.lee

statutory provision says that, and more: "rates and terms shall take effect on the first day.of the.

second month that begins after the publication of the determination. of the. Copyright Royalty.

Judges in the Federal Register, except as otherwiseprovidedin this title, or by the Copyright~

Royalty Judges, or as agreed by the participants in a proceeding that would be bound by the rates

and terms." 17 U.S.C. $ 803(d)(2)(B) (emphasis added). 'Plainly this Court has the authority to

adopt a later effective date if it adopts a percentage rate as proposed by RIAA or simply, as it did

in the Webcasting and SDARS proceedings, to phase-in a change in the rates or rate structure.

VI. With One Exception, the Copyright Owners'erms Are Contrary to Law.

A. The Copyright Owners Appear to Agree That X'his Court Can Supplant
Copyright Office Regulations Only in Limited Circumstances, ParticulaRy i

with Respect to Notice and Recordkeeping.

107. In its Proposed Conclusions of Law, RIAA argued that'this Court is authorized to

set terms of royalty payments, but it must follow applicable Copyright Office regulations except

with respect to notice and recordkeeping requirements. RIAA COL Section V.A.

108. It appears that the Copyright Owners agree, except in one respect —'he

Copyright Owners seem to believe that Section 803(c)(7), a generally-applicable provision,

concerning late payment provisions, allows this Court ito set a late fee mconsistent with
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Copyright Office regulations. CO COL tt 114. With respect to this point of disagreement, the

Copyright Owners are incorrect, for the reasons set forth below.

B. Late Fee

109. The Copyright Owners point to Section 803(c)(7) as authority for this Court to

adopt their proposed late fee. However, Section 803(c)(7) does not authorize this Court to adopt

a late fee if it is inconsistent with Copyright Office regulations.

110. As RIAA has explained previously, see RIAA COL tt 220, Section 803(c)(7) does

as a general matter allow this Court to include in its determinations "terms with respect to late

payment." 17 U.S.C. $ 803(c)(7). However, this Court is also generally obligated to adhere to

Copyright Office regulations. 17 U.S.C. $ 803(a)(1). Unlike Section 803(c)(3), which permits

this Court to "specify notice and recordkeeping requirements... that apply in lieu of those that

would otherwise apply under regulations," Section 803(c)(7) does not specify that late payment

provisions may deviate from regulations by which this Court is bound. Thus, in adopting late

payment provisions pursuant to Section 803(c)(7), as in the case of any other terms except notice

and recordkeeping provisions, this Court cannot deviate from Copyright Office regulations,

which specify the steps that parties must take in calculating and paying royalties (including

addressing such matters as reserves and specific adjustments) and do not include late fee. 37

C.F.R. ) 201.19(e). The Copyright Owners'roposed late fee would result in a different royalty

being payable for a month than the one calculated by applying the Copyright Office's formula to

the rates determined in this proceeding. Accordingly, it is inconsistent with the Copyright

Office's regulations and must be rejected.

111. Even if this Court should determine that it has authority to adopt the Copyright

Owners'roposed late fee, it should still decline to do so. See RIAA PFF Section IX.C.1; RIAA

COL Section V.C.l.b. This proposal is simply an effort to get "a late fee in the Fox license," CO

41



PFF $ 860, where the Copyright Owners cannot obtain.agreement to this provision in the .

marketplace because there is too much "resistance," Co PFF 'Section IX.5(fj (Terms). This .

Court must adopt reasonable terms for a compulsory license, cot act to,'enable Copyright Owners

to secure in their voluntary licenses what they have generally. been unable to obtain in the:

marketplace.

C. Assessment on AlWn Transactions

112. The Copyright Owners'roposed assessment on mechanical royalties in cases

where a record company obtained a compulsory license aud sells DPDs on an all-in basis is a

frontal assault on a key element of Section 115. As explained io RI~AA's Proposed'Conclusionsi

of Law, Congress specifically authorized record comp&its t6 sdll BPBs 6n an ail-iii 1'asis to

relieve services of the burden of obtaining their own mechanical licenses and thereby promote

commerce in DPDs. RIAA COL Section V.C.l.c. As Chief Judge Sledge recognized at trial, the

proposed assessment is simply an effort to thwart an important part of Congress'esign for i

Section 115. 5/19/08 Tr. 7107:5-11 (Pedecine) ("it seems to ImeI that what you'e doing is raising

an objection to the statutory provision, and you'e sad that the statute permits the labels to do this

and, because the statute does permit them to do this, then you'e seeking some additional

revenue as a result of that").

113. The Copyright Owners'roposed assessment should not be adopted even if this,

Court concludes that it has authority to do so. See RIAA PFF Section IX.C.2.

D. Attorneys'ees

114. In its Proposed Conclusions of Law, RIAA explained that the.CopyrightOwners'roposed

attorneys'ee provision serves no purpose other than to allow the Copyright Owners to

obtain attorneys'ees in cases where Congress and the courts have determined that they should
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not be able to recover them under Section 505 of the Copyright Act. RIAA COL Section

V.C.1.d.

115. In their Proposed Findings of Fact, the Copyright Owners wholeheartedly agree.

By way of explanation they suggest that their goal is to create a new cause of action for

collection of mechanical royalties — a cause of action not contemplated by the Copyright Act.

Not content merely to create this new cause of action, the Copyright Owners also suggest that

just as Section 505 of the Copyright Act negates the traditional American rule that litigants pay

their own attorneys'ees, their new cause of action should hkewise be accompanied by a

deviation from the American rule, even though Section 505 would not apply to it.

116. The principle that each party generally must pay its own attorneys'ees is well-

established in American law. The Supreme Court has held decisively that only Congress, not the

courts, may create exceptions to that rule. See A/yeska Pipeline Service Co. v. 8'ilderness

Society, 421 U.S. 240 (1975). Nothing in Congress'rant to this Court of the power to

determine terms of royalty payments suggests that this Court is uniquely authorized to deviate

from centuries of American jurisprudence concerning the payment of attorneys'ees in cases or

to create new civil causes of action where Congress has not seen fit to provide for such an

exception.

K. Licensing and Reporting Requirements

117. As RIAA described in its Proposed Conclusions of Law, this Court has no

authority to vary the rules for obtaining Section 115 licenses, RIAA COL $$ 262-63.

118. As to reporting, the language of the Copyright Owners'roposal appears to differ

from the existing regulations only in requiring that in the case of something referred to as a

"pass-through arrangement[j" the record company must report "the retail outlet through which

the distribution was made to the end user." CO Amended Rate Proposal Section III.5. The



proposal does not define what is meant by a pass-through arrangement. Arguably the language jis

broad enough to encompass physical distribution. ]/obeyer, record companies have sold

physical products for a century through thousands of retailers without being required to report

the names of the retailers. The Copyright Owners have provided no evidence or augment

justifying identification in statements of account. of every retail store that sells CDs (to the extent

that they are even known to record companies). Any such additiional reporting '"seems

unnecessary and burdensome." A..Finkelstein VERT at 14, RIAA 1~'rial Ex. 84.

119. Even assuming that the proposed reference to pass-through arrangements refers

only to the case where a record company:is the compulsory licensee and selLs DPDs on an all-in

basis, the Copyright Owners have established no reason why operation of the compulsory license

would be enhanced by reporting the identities of the hundreds of online retailers that resell

various kinds of products. The Copyright Owners suggest that they have a collections problem

and perhaps it would facilitate auditing. ( 0 PFF $ ~868. However, they provide no explahation

of why this is so. That is too slim a reed on which to base a departure from long-established

reporting requirements.

120. The Copyright Owners also apparently intend by their configuration-specific

reporting proposal to require that reports distinguish among perinanent downloads, limited

downloads and interactive streams. CO PFF $ 8691 Since the lattet two contigurations are

covered by the parties" settlement, this proposal is unnecessary.

VII. RIAA's Proposed Terms

121. Except as otherwise indicated in RIAA's rate request with respect to the term

concerning accounting for DPDs, adoption of RIAA's proposed terms is well within this Court's

authority.

A. Signing Statements ofAccount
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122. In objecting to RIAA's proposed term concerning signing statements of account,

the Copyright Owners observe that Section 115(c)(5) directs the Register to determine

requirements of statements of account. That is obviously so, but only part of the story. As

RIAA described at length in its Proposed Conclusions of Law, the allocation of responsibility

between this Court and the register is somewhat complex, but it is ultimately clear that this Court

has authority to set notice and recordkeeping requirements that supplant the Copyright Office

regulations. RIAA COL //[ 212-220.

123. Thus, the question is not whether the Register has the authority to adopt a

regulation providing that statements of account need to be signed by an officer, but whether

negating that requirement is a notice and recordkeeping regulation that this Court can adopt. A

statement of account is the notice referred to in the grant of authority for this Court to supplant

the Copyright Office regulations, so manifestly RIAA's proposal is permissible. RIAA COL

B. Audits

124. In objecting to RIAA's proposed term concerning audits, the Copyright Owners

observe that 37 C.F.R. $ 201.19(f)(6)(ii)(A) requires certification of annual statements of

account. The Copyright Owners also again point to Section 115(c)(5). However, importantly,

the reference to certification therein is clearly stated as a requirement of the Copyright Office

regulations.

125. The Copyright Owners neglect to mention that under Section 803(c)(3), this Court

"may specify notice and recordkeeping requirements of users of the copyrights at issue that apply

in lieu of those that would otherwise apply under regulations." Section 803(c)(3) clearly gives

this Court the authority to override the Copyright Office regulations in the area of notice and
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recordkeeping, whether or not there are statutory limitations on what the Register must include in

the Copyright Office regujl.ations.

126. Thus, th.e question is not what the Copyright C)ffice regulations say, or the extent

of the Register's authority to remove the certification requirement, but whether RIP&.'s proposal

concerns a notice and recordkeeping requirement. Because verification of records is an essential

element of keeping them, this Court has authority to adopt the requested term. RIAA COL

tt 229.

C. Covered R.eproductions

127. The Copyright Owners'onclusions of Law do not address RIAA's proposed

term concerning covered reproductions. Presumably this is because of the CopyrightOwners'istaken
view that this is resolved by the settlement announced to the Court on May 15, 2008.

CO PFF tt 872 n.15. That settlement concerns interactive istreams and limited downloads, not

other configurations. For example, the, copies made on servers to enable delivery of ringtones

and permanent downloads are outside the scope of the settlement. Accordingly, the Court should

adopt RIAA's proposed term with respect to product configuration. not covered by the

settlement (as proposed in RIAA's draft regulations), for the reasons set forth in RIAA PPF

Section IX.B.4.

128. The position articulated in RIAA's proposal is consistent with the tentative views

of the Copyright Office just articulatecl in a Notice of Proposed Rulemaking on July 16, 2008.

Specifically

the Office tentatively concludes that'erver-end Copies, as well as
all other interinediate copies, used to create DPDs under the
Section 115 license, perform an identical ftinctioii in the world of
digital phonorecord deliveries [a. miist6r rhcotdi6gs] and, for'the
same reasons, fall within the scope of the license. Moreover, the
Office notes that such copies are not distributed and, as a result,
they do not entitle the owner to separate royalty payments.
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Compulsory Licensefor Making andDistributing Phonorecords, Including Digital Phonorecord

Deliveries, 73 Fed. Reg. 40802, 40811 (July 16, 2008) ("Compulsory License").

D. Locked Content

129. The Copyright Owners argue that the element of RIAA's alternative rate proposal

addressing locked content is contrary to the provisions of Section 115.4

130. RIAA's proposal is consistent with the requirements of Section 115. Under

Section 115, "the royalty under a compulsory license shall be payable for every phonorecord

made and distributed in accordance with the license. For this purpose, and other than as

provided in paragraph (3), a phonorecord is considered 'distributed'f the person exercising the

compulsory license has voluntarily and permanently parted with its possession." 17 U.S.C.

$ 115(c)(2).

131. Even assuming that shipment of locked content constitutes permanently parting

with possession,5 the Copyright Owners'ritique ofRIAA's proposal fails. The Copyright

Owners selectively quote the foregoing provision to omit the key phrase "other than as provided

in paragraph (3)." CO PFF $ 884. However, in the foregoing provision, "paragraph (3)" refers

to Section 115(c)(3), which, among other things, authorizes this Court to set terms. Thus, this

Court is not constrained by the definition of the term "distributed" in adopting terms if necessary

to achieve its mandate. Instead, it is specifically authorized by statute to do just what RIAA has

4 This proposal is an integral element ofRIAA's proposed rates, not a term ofpayment, but
because the Copyright Owners addressed it together with RIAA's proposed terms, RIAA
responds here together with our responses to the Copyright Owners'ritique of our terms.

5 Whether that is so may depend on the particular commercial arrangements involved. In
addition, it is not clear that a distributor should be considered to have permanently parted with
possession of a phonorecord over which it exercises dominion by controlling the key to
unlocking an encrypted track.



proposed — clarify what it means to distribute a new type ofproduct where the generally-

applicable definition does not work.

132. In its recent Notice ofProposed Rulemaking, the ~Copyright Office makes clear its

belief that this Court has authority to achieve the result urged by. RIAA: "in a ratemaking

proceeding a compelling case might be made that the royalties for such locked content should be

significantly lower than for other DPDs or that no royalties shall be duefor any DPD unless: and

until it is 'unlocked.'" Compulsory License, 73 Fed. Reg. at 40811. (emphasis added).

K. Multiple Instances

133. The Copyright Owners also attack the element of RIAA's alternate cents rate

proposal concerning treatment of product offerings 'with multiple instances of the same

recording, including a disc that must be formatted to have multiple sessions to enable play on

different devices or in both stereo and surround sound, and the "dual downloading" described by

the Copyright Owners 6 CO COL $ 134; CO PFF $ 397.

134. In opposing RIAA's proposal for addressing distribution ofmultiple instances of

the same sound recording in a single product offering, the Copyright Owners have resorted to

precisely the same fallacious arguments they have made to delay the introduction of multisessian ~

products in the past. Barros WDT at 17, RIAA Trial Hx. 74;:A.:Finkelstein WDT at 11-12,'IAA

Trial Ex 61; Wilcox WDT 23-24, RIAA Trial Ex. 70.,

135. It is important to recognize that in the context of this proceeding~ these arguments

are a red herring. The puiyose of this proceeding is to determine the royalty rate that will bel

payable for phonorecords distributed under Sections 11'. this Court has considerable discretion

6 This proposal is an integral element ofRIAA's proposed rates, not a term of payment, but
because the Copyright Owners addressed it together with RIAA's proposed terms, RIAA
responds here together with our responses to the Copyright Owners'ritique of our terms.
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in determining what that rate will be, subject to the general principles of rate determination under

Section 115 and Chapter 8. See RIAA COL Section II. Nothing in the fact that the rate is

payable for phonorecords suggests or requires that this Court cannot set a rate for products with

multiple instances of the same recording that is appropriate to the economics of those products.

To the contrary, this Court must set a reasonable royalty rate for those products, and the rate

determined will be the one payable for those phonorecords.

136. While not relevant, it should be understood that even as a matter of interpretation

of the current rate regime, the Copyright Owners'rgument is wrong. The Copyright Owners

begin and end their analysis with Section 115(c)(2). That provision provides that "the royalty

under a compulsory license shall be payable for every phonorecord made and distributed in

accordance with the license." 17 U.S.C. $ 115(c)(2). The Copyright Owners then imply that the

reference to "phonorecord" in that provision means something like "instance of a sound

recording." CO PFF $ 887. Of course, the statute does not say that.

137. Section 115(c)(2) refers to payment "for every phonovecord made and

distributed." 17 U.S.C. ) 115(c)(2) (emphasis added). It reiterates that the statutory rate shall be

payable "[w]ith respect to each work embodied in thephonorecord." Id. (emphasis added).

138. The Copyright Office's regulations implementing Section 115 are completely

consistent. Section 255.2 of those regulations specifies that "[w]ith respect to each cwork

embodied in the phonorecoi"d, the royalty payable shall be [the rate specified, as adjusted

pursuant to Section 255.3] for every phonorecord...." 37 C.F.R. $ 255.2 (emphasis added).

Section 255.3 of those regulations repeats no less than 13 times that the royalty is payable "for

every phonos"ecord." 37 C.F.R. $ 255.3 (emphasis added). The regulations concerning reporting

and the computation of payments are to a similar effect. For example, each report is to include



on aper work basis, 37 C.F.R. $ 201.19(e)(2)(v), "[t]he number ofphonorecords" madeand'istributed,

37 C.F.R. g 201.19(e)(3). The royalty is computed by calculating the numbers os

phonorecords distributed (taking into account reserves) and "multiplying... by the statutory.

royalty rate." 37 C.F.R. f 201.19(e)(4)(ii) (Step 5).

139. In the foregoing provisions, a "work" is a fnusical work. "Phonoreoords" are

de6ned by the Copyright Act as "material objects in which sounds... are fixed by any method

now know or later developed, and from which the sounds can be perceived, reproduced or

otherwise communicated...." 17 U.S.C. $ 101. Given that a disc is a single "material object"

(and not two or more), it is thus apparent that Section 115(c)(2) and the relevant regulations

require payment of a single mechanical royalty for each musical work embodied in a disc.

Nothing in the statute or the regulations indicates or suggests that the number of instances of a

recording of a single work embodied in a disc should compel multiple. royalties.

140. The Copyright Owners also accuse RIAA of eliminating payments for certain

musical works depending on whether they are sold in conjunction with other works. CO,COL,

$ 134. RIAA's proposal does no such thing. The proposed provision Bpplies to multiple;

instances of the same recording, which obviously would embody the same musical'work, and so

has nothing to do with the presence or absence of different works.

141. For these reasons, RIAA's proposal concerning the treatment ofproducts with

multiple instances of the same recording is consistent with the Copyright Office regulations (anted

for that matter RIAA's position concerning this Court's authority to adopt terms). If this Court

adopts an appropriate royalty rate for products with multiple instances ofthe same recording,

that will be the rate applicable to those phonorecords under the Office's payment regulations.
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VIII. The Register's Ringtone Decision Was Within Her Authority, and Ringtones Are
Indeed Within the Scope of the Compulsory License.

A. The Register Did Not Exceed Her Authority by Concluding, as a Matter of
Law, That Ringtones That Are Merely Excerpts of Preexisting Recordings
Are Within the Scope of the Compulsory License.

142. The Copyright Owners argue that the Register of Copyrights exceeded her

authority in determining that ringtones generally qualify as DPDs and are licensable under

Section 115. CO COL $ 20-22.

143. The question referred to the Register was a quintessential question of statutory

construction. In arguing against licensing of ringtone distribution under Section 115, the

Copyright Owners raised numerous arguments concerning the meaning of various provisions of

Section 115, see Initial BriefofNational Music Publishers 'ssociation, Inc., the Songwriters

Guild ofAmerica, and Nashville Songwriters Association International in Response to Referral

to the Register ofCopyrights ofQuestions ofI.aw Regarding Ringtones, Docket No, 2006-3 CRB

DPRA (C.R.B. filed Sept. 6 2006), and the Register comprehensively interpreted those

provisions. The Copyright Owners do not seem to take exception to most aspects of the

Register's decision.7

144. The Copyright Owners do suggest that the Register erred in concluding as a

matter of law that a ringtone that is simply an excerpt of a preexisting work is not a derivative

work of the preexisting work. This argument is erroneous. As the Register found, the Second

Circuit's decision in 8'oods v. Bourne Co., 60 F.3d 978 (2d Cir. 1995), "is guiding precedent for

" The Copyright Owners mischaracterize Section 115 in way relevant to the Register's ringtone
decision in a background section of their Proposed Conclusions of Law. CO COL $ 12. There
can be no doubt that Section 115 permits the creation of a sound recording that is a derivative
work of the musical work, or that Section 115(a){2) "includes the privilege of making a musical
arrangement of the work to the extent necessary to conform it to the style or manner of
interpretation of the performance involved...." 17 U.S.C. $ 115{a)(2).



determining the derivative work right in musical compositions." Mechanical andDigital

PhonorecordDelivery Rate Adjustment Proceedingi 71 Fed. keg. 64303, 64311 (Nov. 1, 2006)

("Ringtone Decision"). In Woods, the Second Circuit endorsed a legal standard for originality of

musical work derivative works, finding that there must be—

something of substance added making the piece to some extent a
new work with the old song embedded in it biit &ok which the
new has developed. It is not merely ~a stylized version of the
original song where the major artist may take liberties with the
lyrics or the tempo, the listener hearing basically the original tune.
It is, in short, the addition of such ndw iInatI:rikl ak w'oui'd entitle the'reatorto a copyright on the new material.

60 F.3d at 991.

145. The Register acted completely appropriiately in detehniriing as a matter of lawj that l

an excerpt of a preexisting musical work does not satisfy that standard. Allowing the ReNIistbr t6

reach such decisions to enable the orderly conduct of proceedings like this one is an important

feature of Chapter 8 of the Copyright Act.

B. The Register Properly Concluded That Ringtones That,Are Merely, Exlceijptk
of Preexisting Recordings Are Within the Scope of the Compulsory License.

146. As set forth extensively in RIAA's Proposed Findings of Fact, RIAA PFF Section

VII.C, the Copyright Owners'xpert witness Judith Finell ultimately gave testimony establishing

the correctness of the Register's position.

147. Ms. Finell's testimony makes clear that a ringtone that is just an excerpt of a

preexisting work does not have any new material as described by the Woods court. 5/21/08 Tr.

7685:14-7688:5 (Finell).

148. In fact, Ms. Finell confirmed that in the course ofher work, she sometimes opines

on the originality of works. Finell WRT at 2, CO Trial Ex. 420.. Here, she inexplicably chose to

focus on questions other than originality. RIAA PPF $ 1708.
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149. The thrust of her testimony is that commercial ringtones are high-quality excerpts.

RIAA PFF II 1705-07. However, it is well established that judgments concerning quality are

irrelevant to determining whether works are protected by copyright. Bleistein v. Donaldson

Lithographing Co., 188 U.S. 239, 251 (1903) (Holmes, J.). Thus, the question is not whether

ringtones are high-quality excerpts, but whether an excerpt is original. The Copyright Owners

have provided any reason to believe the Register was wrong in concluding that an excerpt is not

original.
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